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THE ROLE OF NET GOVERNMENT CONTRIBUTION 
TO INCOME IN THE RECESSION 
AND REVIVAL OF 1937-38* 


KENNETH D. RoosE 
Oberlin College 


THE CHANGES in net government contribution .o income,’ which are 
used as an indication of the net effects of government spending, have 
been given heavy emphasis as a cause both of the recession and revival 
of 1937-38. In fact, to some analysts it was the most important cause. 
Among these was Marriner Eccles who believed that the “too rapid 
withdrawal of the government’s stimulus” was the principal expla- 
nation for the recession.? The acceptance of this viewpoint among 
high ranking officials gives added significance to an investigation of 
the position of government fiscal policy.* 

From the outset, it can be agreed that the decline in net government 
contribution to income was an important factor in the 193 7—38 reces- 
sion. The decline in net government contribution to income which was 
$3.3 billion (from $4.1 billion in calendar year, 1936, to $.8 billion in 
1937)* must be recorded significance. Both the monthly net govern- 
ment contribution and monthly income are graphed in Chart 1, for the 

* The research for this article was done under grants from the Social Science Research 


Council and the Bureau of Business and Economic Research, University of California 
at Los Angeles. 

1. Net income-increasing expenditures of government, as used here, are equal to the 
sum of all income-increasing expenditures minus the sum of all income-decreasing 
receipts. The data and concept are from H. H. Villard, Deficit Spending and the National 
Income (New York: Farrar and Rinehart, 1941). 

2. Marriner Eccles, Economic Balance and Balanced Budget, a collection of Eccles’ 
public papers, edited by R. L. Weissman (New York: Harper, 1940). 

3. In this article, examination will be confined primarily to the over-all effects of the 
net contribution of government to income rather than to a discussion of particular taxes 
and expenditures. The argument that private investment is unlikely to be adequate to 
maintain the economy at a high employment level will not be considered either. Cf. 
Alan R. Sweezy, chapter on “Government Contribution,” Economic Reconstruction, 
edited by S. E. Harris (New York: McGraw-Hill, 1945), pp. 406—7. 

4. Villard, op. cit., p. 323. 
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period, 1936-38. The sharp rise incident to the payment of the sol- 
dier’s bonus in June, 1936, stands out boldly in both series. Net gov- 
ernment contribution to income then declined sharply at the begin- 
ning of the year 1937, and actually became negative, or income-de- 
creasing, in August, 1937. It should be noted also, that the relation- 
ship between total income and net government contribution appears 
to have been almost inverse in the middle months of this period, with 
total income continuing to rise even as net government contribution 
fell. The importance of this observation is pointed out below. 

The question, therefore, is not whether the government-spending 
and fiscal policy was a factor in causing the recession, but what po- 
sition it occupies in the list of contributory factors. The appropriate 
public policy may well depend upon this decision. Consequently, at- 
tention must now be directed toward the determination of the causal 
role of government fiscal policy in the recession period. 


THE RoLe or NET GOVERNMENT CONTRIBUTION TO INCOME AND 
FiscAL PoLicy IN THE RECESSION 


THE DECLINE IN INCOME MUCH LATER THAN THE DECLINE IN 
NET GOVERNMENT CONTRIBUTION TO INCOME 


The most telling argument against the decline in government net 
income-increasing expenditures as the primary cause of the recession 
is the lag which took place between this decline and the eventual de- 
cline in national income. It was more than six months following the 
decline in net income-increasing expenditures of government before 
national income began to fall. Referring to Chart 1 again, it can be 
seen that net government contribution to income declined sharply 
beginning with January, 1937, whereas national income continued to 
rise through June, 1937. It was not until September, 1937, that the 
first real decline in income occurred. At most, it would appear, there- 
fore, that the decline in net government contribution was felt only 
indirectly in the national economy. Professor Angell observed this 
lag in the decline of national income behind the decline in net govern- 
ment contribution and concluded that the lag was not “a principal 
immediate cause” of the former: “Despite this depressing influence, 
however, the absolute figures for national income on a monthly basis 
held up all through 1937, so that the total income for 1937 was higher 
than that for 1936. It was not until the first 2 months of 1938 that 
income definitely dropped to lower levels. This lag of the drop in in- 
come behind that in deficit spending (by a full year) is so large that 
the second change cannot be regarded as the principal immediate 
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cause of the first.”® From Chart 1 it can be seen that income had 
dropped significantly by November, 1937, when the index was 104.2 
or 6 per cent under the year’s peak. Nevertheless, it was January, 
1938, before income fell below the average in 1936. Thus, the point 
which Professor Angell made about the lag between government 
spending and national income remains valid. 


THE DECLINE IN NET GOVERNMENT CONTRIBUTION 
AND THE MULTIPLIER 


Once the lag between the decline in net government contribution to 
income and the decline in national income is established, it becomes 
necessary to consider whether the working out of the multiplier could 
account for a lag of such length. The first question is the length of 
time which it takes for governmental expenditures to be reflected in 
income statistics. Professor Villard concluded in his study on income- 
increasing expenditures of government and the multiplier that on the 
average these expenditures should be received as income again in a 
month: “A conservative estimate would be to assume that net income- 
increasing expenditure by the government will take a month on the 
average to reappear as income, as against the four-month period re- 
quired by general expenditure; the correct period may be even less.” 

The reasons why the government income period may be assumed to 
be considerably shorter than the general income period are fairly ob- 
vious. Since a large proportion of government expenditures in the 
1930’s became income as received’ (examples are the payments for 
personal services, relief, and interest) it is reasonable to conclude that 
the government income period is substantially shorter than the gen- 
ral income period. A further factor is that Professor Villard excluded 
from net income-increasing expenditures those which presumably 
accrue to idle balances. 

Suppose, therefore, that the multiplier is two, the average income 
period is three to four months, and the government income period is 
one month. Then almost go per cent of the multiplier effects on income 
will have been experienced within a seven- to nine-month period.* On 

5. J. W. Angell, Investment and Business Cycles (New York: McGraw-Hill, 1941), 

. 230. 

Villard, op. cit., p. 254. 

7. Expenditures on materials in a public works construction program are a major 
exception. 

8. As a hypothetical example, suppose net income-increasing expenditure of govern- 
ment were increased by $100.00 in the first month. The multiplier effect at the end of 
four months would be $50.00, followed by $25.00 and $12.50 in successive periods, a 
total of $87.50 as a result of the multiplier effect. This illustration is adapted from F. A. 
Machlup, “Period Analysis and Multiplier Theory,” Quarterly Journal of Economics, 
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the basis of these assumptions, if there were a direct relationship be- 
tween the decline in net government contribution and national income, 
then a decline in national income should follow close after the decline 
in net government contribution. But the first substantial decline in 
national income did not occur until September, 1937, whereas net 
government contribution declined over $100 million, from December, 
1936, ($365.7 million) to January, 1937, ($264.0 million). The multi- 
plier effects of this decline were undoubtedly experienced in the first 
or second month of the year, but they do not appear in income statis- 
tics. Clearly, if decline in net government contribution were the prin- 
cipal cause of the recession, some decline in national income should 
have been evident by the spring of 1937. By this time net government 
contribution had declined over $300 million per month.® Yet income 
continued to rise and reached its peak in June, 1937. 


THE SOLDIERS’ BONUS OF JUNE, 1936 


A complicating factor in the behavior of the income series in the 
period was the payment of the soldiers’ bonus in June, 1936. This pay- 
ment of $1,700 million, of which $1,400 million was cashed by Decem- 
ber, 1936, gave a boost to income in the summer months of 1936. 
What its multiplier effects were is difficult to estimate. Since all pay- 
ments were immediately income on payment, most of the effects on in- 
come must have been experienced within six to eight months, assuming 
a multiplier of two. This single burst of expenditure gave the peculiar 
pattern to the income stream which is shown in Chart r. 

What were the effects of this expansion in expenditures upon in- 
come in the first half of 1937? There appears to be no reasonable 
theoretical basis for demonstrating that the multiplier effects of the 
bonus payments could have raised income to the extent that it in- 
creased in the first half of 1937. In fact, some anticipatory spending 
may have occurred which conceivably could have reduced the size of 
the multiplier to be applied against the bonus payments. Moreover, 
because the payments were made without reference to income status, 
and were essentially a windfall, it might be argued convincingly that 
the multiplier was less than two, and that most of its effects on income 
were immediate. In any event, the multiplier was probably not over 
two since part of the money was hoarded, used to liquidate consumer 


LIV (1939-40), 15. In the same article Machlup discusses the appropriate time period 
for the multiplier. Villard, op. cit., pp. 254-57, and Angell, of. cit., p..138, also estimate 
the time period of the multiplier. With the Villard assumptions 7 cent of the 
secondary effects would have been experienced in eight months (assu one-half of 
the primary expenditure was respent). 


9. It averaged only $65 million per month in the second quarter of 1937. 
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credit, deposited in savings accounts, or drawn off for business pur- 
poses. The effects on income were noticeable almost immediately in 
income statistics because over 70 per cent of the certiiicates were 
cashed within the first two and one-half months and Gn: tenes ex- 
penditures out of these receipts were in June and July.’° ‘ 

While it must be presumed that the effects of the bonus expendi- 
tures were worked off by the early part of 1937, it is possible that 
these expenditures, along with the other factors which were raising the 
level of income, did help to create more favorable expectations about 
future profits and sales. It was these developments, in turn, which led 
to an expansion of private investment expenditures in the first half of 
1937. Only in this very indirect sense, can it be argued that the bonus 
expenditures in the summer and fall of 1936 contributed to the expan- 
sion of the level of income from January to June, 1937. 


MORE ARGUMENTS AGAINST NET GOVERNMENT CONTRIBUTION 
AS A PRIMARY FACTOR IN THE RECESSION 


Other autho\ity supports the belief that the decline in net govern- 
ment contributidh has been overrated as a causal factor in the reces- 
sion. For example, Hardy believes that an explanation of the recession 
in terms of the decline in net government contribution is superficial. 
In his opinion, the fundamental question is why the national income 
cannot be maintained without net government contribution: “If na- 
tional income is prevented from declining only by the existence of a 
government deficit and does decline when government financing stops, 
the phenomenon to be explained is why the national income does not 
maintain itself without this artificial aid.”** The problem, continues 
Hardy, is why the recipients of income failed to spend or re-invest 
funds received. In other words, the important factors are those respon- 
sible for the constriction in investment spending. Although the evi- 
dence examined so far in this paper supports the belief that the decline 
in net government contribution was not the most important cause of 
the recession, Hardy’s analysis appears to beg the question. If na- 
tional income and employment did decline because net government 
contribution ceased, then Hardy should conclude that the decline in 
net government contribution was an important causal factor in the 


10. The largest bonus expenditures were in June and July, but some expenditures 
appear to have been deferred until October, November, and even December. Rolf Nugent, 
Consumer Credit and Economic Stability (New York: Russell Sage Foundation, 1939), 
p. 213. 

11. Charles O. Hardy, “An Appraisal of the Factors Which Stopped Short the Re- 
covery Development in the United States,” American Economic Review Supplement 
(1939), P- 173. 
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turning point. It may very well be important to emphasize the prob- 
lem of private investment outlays and their failure to increase as gov- 

, ernment spending declined. But this is not relevant in an evaluation of 
‘he actual causal significance of the decline in net government con- 
tMution itself. 

Pagfessor Slichter suggests another factor which leads him to be- 
lieve that the decline in net government contribution was a smaller 
influence in the recession than heretofore believed. This development 
is that “despite the drop in the government’s contribution to incomes, 
the value of output of consumers’ goods did not outrun consumer pur- 
chasing power.’’?? However, it should be noted that Slichter’s position 
is not conclusive if, in fact, output may be adjusted quickly to de- 
mand."* On the basis of inadequate data he also concluded that profits 
continued to rise in spite of the decline in net government contribution. 
Although profits for the first two quarters of 1937 were above those 
in the same quarters in 1936 as he reported," the peak profit rates 
were obtained in the fourth quarter of 1936, and profits were less in 
each of the succeeding quarters of 1937.’° Nevertheless in his opinion 
the decline in net government contribution was not without unfortu- 
nate repercussion, inasmuch as it happened to coincide with consumer 
resistance to higher prices and a drop in business spending. Again 
there is little evidence that there was an actual drop in business spend- 
ing. The stronger position would be that the offsetting increase which 
did occur in business spending as government spending declined was 
not sufficient to do much more than hold income constant, and in con- 
siderable part represented unintended investment in inventories.’® 

Other authority can be cited to the effect that only moderate impor- 
tance should be attached to the decline in net government contribution 
as an explanation of the recession. Professor Schumpeter believes that 
the shock imparted to the economic system by the drop in net govern- 
ment contribution was of minor importance. Most of the increase in 
national income from 1933 to 1937 he attributes to the effects of net 

12. Sumner H. Slichter, “The Downturn of 1937,” Review of Economic Statistics, 
XX (1938), 102. 


13. In this connection cf. Lloyd A. Metzler, “Three Lags in the Circular Flow of In- 
come,” Income, Employment, and Public Policy, Essays in Honor of Alvin H. Hansen 
(New York: W. W. Norton and Co., 1948), pp. 25-28. He examines empirical data on 
the lag in adjustments of output behind sales and concludes that this lag is likely to 
be sizeable. 


14. However, third quarter profits in 1937 were less than in the third quarter of 1936. 


15. Harold Barger, Outlay and Income in the United States, 1921-1938 (New York: 
National Bureau of Economic Research, 1942). 

16. See the discussion of the position of inventories in the recession in my article, “The 
Recession of 1937-38,” Journal of Political Economy, LVI (June, 1948), 241-45. 
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government spending. But he argues that there had been no excessive 
expansion or speculation in response to these spending policies, and 
since there was no monetary strain the importance of the decline in 
net government contribution should not be exaggerated.'* 

One further fact tends to lessen the causal importance of the decline 
in net government contribution. In the crucial period, January to 
June, 1937, the decline in net government contribution’® was not as 
drastic as the monthly averages on a yearly basis would indicate. 
Thus, in the January—June period, the average contribution was still 
$110 million per month, and averaged $165 million per month in the 
first three months of the year period. Fine adjusted the Krost-Currie 
figures’ on net federal government contribution by assuming that a 
considerable portion of the tax revenues in 1937 were not income- 
decreasing and therefore should not be subtracted from government 
expenditures.*° He estimates a net federal government contribution in 
1937 of $2 billion (Villard’s estimate is $834 million) compared with 
$4.3 billion in 1936.72 

Gayer also noted that net government contribution was positive 
even though declining. He assessed the responsibility for the recession, 
not in the decline of net government contribution, but in the failure of 
private net income-increasing expenditures to expand: ‘The drastic 
decline in the monthly contribution this year from the levels prevail- 
ing during the preceding three years probably did not in itself bring 
about the business recession, since there continued to be a net contri- 
bution, small though it was. But it appears clear that private income- 
increasing expenditures did not expand in 1937 at a rate sufficient to 
offset the decline in the Federal contribution. Thus, the rate of recov- 
ery slackened and resulted in a positive reaction.””* 

The evidence would seem to support those who tend to minimize the 
direct responsibility of the decline in net government contribution for 

17. J. A. Schumpeter, Business Cycles, Vol. 2 (New York: McGraw-Hill, 1939), 


Pp. 1032. 

18. It should be recalled that this contribution includes that of all governments, state 
and local. 

19. Also the basis for the Villard estimates. 


20. Of course, all tax revenues are income-decreasing, that is to say, they reduce dis- 
posable income. But in the special sense in which Villard and others used the term, 
where tax revenues come from otherwise idle balances and do not reduce consumer 
expenditures they are said to be non-income-decreasing. Wide disagreement is possible 
over the classification of the various tax revenues. ; 

21. Sherwood M. Fine, Public Spending and Postwar Economic Policy (New York: 
Columbia University Press, 1944), pp. 112-13. In any event the decline in net govern- 
ment contribution took some time and was not as drastic as first consideration would 
indicate, and this should have softened its impact on the national economy. 


22. Arthur Gayer, “Fiscal Policies,” American Economic Review Supplement (1938), 
p. 102. 
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the recession. The flow of consumer goods did not outdistance con- 
sumer purchasing power; the decline in national income was definitely 
too remote in time from the decline in net government contribution to 
have been caused by the latter; ** and finally the decline in net govern- 
ment contribution appears to have been somewhat less drastic than 
initial consideration of the data might indicate. On balance, it is there- 
fore difficult to escape the conclusion that net government contribu- 
tion has been overrated as an explanation of the recession. Other 
factors must have been responsible for the appearance of the turning- 
point in economic activity. Whether the recession would have occurred 
had net government contribution remained at a substantial level has 
not been answered. Some speculation on this question will be pre- 
sented in the section below which considers the relationship between 
net government contribution and the formation of public policy. 


THE RoLeE or Net Gov. 2?NMENT CONTRIBUTION AND 
Fiscat PoLicy IN THE REVIVAL 


Here again the timing of ‘he resumption of government spending is 
most important. As in the rc ession, where the early decline in net 
government contribution cannot be regarded as the principal reason 
for the later decline in income, also in the revival, the marked increase 
in net government contribution and the increase in national income 
occur so close together in time that doubt is thrown upon the one as 
the cause. Again, Professor Angell expresses this viewpoint: “After 
the 1937—1938 slump, deficit spending was rapidly revived, and before 
the end of 1938 was nearly back to the average levels of 1934-1936. 
... Industrial production, car loadings, factory employment and in- 
come likewise picked up after the middle of 1938 and indeed recovered 
so nearly synchronously with the increase in deficit spending that it is 
again difficult to regard one change as the direct cause of the other.””** 

However, it is not as easy to minimize the renewal in net govern- 
ment contribution as the cause of revival. This is particularly true if 
Professor Villard is correct in assuming that the effect of government 
expenditures should be seen in income data within the month. It was 
not until June that the Department of Commerce personal income 
series began to rise. It seems possible, therefore, that the increase in 
net government contribution to income which also began in June, 
1938, might well have been partly responsible for this rise. As Profes- 
sor Wernette says, in noting the coincidence between net government 


23. Implicitly, this means that non-government spending expanded sufficiently to 
offset the decline in net government contribution. 


24. Angell, op. cit., p. 232. 
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contribution and the revival of business, “It is perhaps only a coinci- 
dence, but it is a fact that the magnitude of the income-increasing 
federal expenditure began to rise rapidly in the spring of 1938, and 
that business improvement set in shortly thereafter.” 

The Economist was uncertain as to the responsibility which the 
spending program had in promoting the recovery period. Their over- 
seas correspondent believed that the case was equally as good for 
credit manipulation, or for the natural forces of cyclical recovery, as 
for the spending program: “In the recovery to date, no clear influence 
can be attributed to the spending programme, though that is not to 
say that it has had no influence. Many commentators, however, doubt 
whether the spending programme has exerted any perceptible influ- 
ence yet, and expect its impact to be felt later in 1938 or even not until 
early 1939. The association of the upturn with the gold desterilisation 
of April is even more difficult to detect statistically, although one can 
make a plausible connection between it and the June spurt in the stock 
market, and thence, by psychology, with business activity. In short, 
one can make an almost equally convincing case by arguing that the 
revival was caused (a) by the natural forces of cyclical recovery, 
(6) by the spending programme or (c) by credit manipulation. We 
cannot yet give any of our questions a definite answer.””® 

Closer examination of the economic series reveals, however, that 
the troughs of many of the important indices of business activity 
occurred before the June increase in government expenditures, and 
that there were clear signs of reviving business activity before that 
date. Orders for non-durable manufactured goods, corporate bond 
prices, net demand deposits of member banks, the total industrial 
production index of the Standard Statistics Company, industrial 
common stock prices, freight car loadings, retail sales, department 
store sales, production of minerals, and private construction contracts, 
all had begun to rise before the actual expansion in government 
spending.?" 

While there were these signs of impending revival, even they may 
have been partly in anticipation of the favorable stimulus to be given 
to the economy on the resumption of large-scale government spend- 
ing. In this connection, it should be recalled that the President’s mes- 
sage asking for a new “spend-lend” program of over $4.5 billion was 


25. J. P. Wernette, Control of Business Cycles (New York: Farrar and Rinehart, 
1940), pp. 179-80. 

26. The Economist, “Overseas Correspondence” (September 10, 1938), p. 494. 

27. The location of the troughs of each series is taken from Burns and Mitchell, 
Measuring Business Cycles, Table 19, “Cyclical Turns in 1937-1938 Recession” (New 
York: National Bureau of Economic Research, 1946), pp. 88-89. 
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sent to Congress April 14, 1938. However, at least two extremely 
important series, private and total construction contracts, could not 
have been affected by his proposals because they had begun to rise as 
early as March, 1938. Nevertheless, it would seem that more weight 
should be given to net government contributions as a cause of the 
revival than as a cause of the recession. 


Net GovERNMENT CONTRIBUTION AND PuBLIc PoLicy 
IN THE RECESSION 


The final evaluation of the position of net government contribution 
in the recession and the recovery must be from the standpoint of its 
relationship to public opinion and the formation of public policy. Here 
the public made two insistent demands upon government in the period 
preceding the recession, which indirectly affected the position of net 
government contribution. One such demand was for a soldiers’ bonus 
which greatly increased the treasury deficit and consequently the net 
government contribution to income; the other was the demand from 
the business community for a balanced budget. 


PAYMENT OF SOLDIERS’ BONUS UNTIMELY 


In retrospect, the payment of the soldiers’ bonus in June, 1936, 
proved to have been just when it was least needed to sustain employ- 
ment and output in the economy. These expenditures contributed to 
the bottlenecks and the speculative buying of the fourth quarter of the 
1936 period. Fine stressed the maladjustments in price and output 
which resulted from this unusual increase in purchasing power, partic- 
ularly as it was directed toward the purchase of durable consumer 
goods: “The very bad timing of the bonus payments in the middle of 
1936 served to accelerate the already rapid pace of business recovery 
to a rate which could be maintained only by a great volume of new 
private capital investment or by repeated federal expenditures of 
sums comparable to the bonus payment.”** Bad though it may have 
been, it is difficult to see how public policy could have been otherwise 
in light of the political implications of the bonus payments. 


PSYCHOLOGICAL EFFECTS OF BALANCED BUDGET 


This added drain on treasury resources kept the budget out of bal- 
ance. But as the prospect improved for a balanced budget in fiscal 
year 1938 (the year beginning July, 1937) praise came from the busi- 
ness community. The Economist stressed the desirability of offsetting 


28. Fine, op. cit., pp. 114-15. 
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the budget deficits of other years through surpluses in years of pros- 
perity. In its opinion, fiscal year, 1938, was a good one in which 
to begin.”® 

The National City Bank Letter favored an end to government 
deficit spending so that private expenditures might make up the drop: 
“Tn this country the time is favorable for the turn from Government 
to private expenditures. The effort is to taper off the Government 
deficit, and if the intentions are realized Government borrowing ex- 
cept for refunding purposes will no longer be a major factor in the 
business situation. The prospect that private expenditures will make 
up for the drop, and more, is highly promising, in view of the outlook 
for investment in building and other capital equipment. However, it 
is imperative that no obstacles be put in the way of trade or invest- 
ment. Excessive costs of building and capital goods would hamper im- 
provement in that field, and too rapid rises in consumer goods would 
cause maladjustments threatening trade.”*° 

As the final two sentences in this quoted passage make clear, the 
National City Bank Letter was not unaware of what would happen to 
business if additional business investment was not made. In the same 
letter they were even more explicit on this point: “This means that 
when Treasury expenditures are tapered off the general business 
situation must be sound, relations must be in balance, and induce- 
ments to private investment must exist; otherwise business will con- 
oot. 

It is also evident that financial opinion regarded the decline in net 
government contribution as a stimulus to business. Of course, it did 
not have such a favorable effect, but this may have been partly be- 
cause so few people knew that the budget was approaching a balance. 
Kimmel expressed the belief that the business population was largely 
unaware that the budget was balanced.** 

Regardless of whether it was generally realized that the budget was 
in the process of being balanced, the financial journals believed that 
the time was appropriate again for business to become the “main- 
spring” of the economy. The National City Bank Letter viewed the 
cessation of the government deficit as a favorable development since 
this would tend to exert a tempering influence upon business and specu- 


29. The Economist, “Overseas Correspondence” (August 21, 1937), p. 383. 

30. National City Bank Letter (March, 1937), p. 31. 

31. Ibid., p. 31. 

32. National Industrial Conference Board Bulletin (November 19, 1937), p. 118. 
ce also, Wernette, op. cit., p. 179, who concluded that the business community was 


unprepared for a balanced budget so that any psychological impetus for increased 
spending which might have been expected was not realized. 
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lation, and would act to reveal any weaknesses in the production 
structure before they became serious. They were optimistic that busi- 
nessmen would take up the slack, “. . . if from now on the Government 
borrows less, there is reason to believe that business and private oper- 
ators will borrow more.”** 

Business interests believed further that government spending had 
added greatly to the fears of “inflation,” since it was largely financed 
by credit creation.** It may be assumed, therefore, that the prospects 
of a balanced budget again must have been reassuring to business 
interests. 

It seems quite clear that the business community regarded with 
favor the movement in the direction of a balanced budget. Continuous 
pressure was exerted on public policy-makers to that end, and it is not 
surprising that public policy-makers were less aware of the deflation- 
ary prospects of the balanced budget than of the favorable effects 
which were supposed to arise from the practice of “sound” finance. 
The business community wanted the budget balanced, and got what 
it had urged. But with the balanced budget the net contribution of 
government to income ceased. If it is argued that net government con- 
tribution should have been maintained at a high level because the 
recession occurred when net government contribution began to de- 
cline, it is still necessary to explain how such action could have been 
politically feasible when there was such an incessant demand for a 
balanced budget. Even after the depressive effects of net government 
contribution became evident, businessmen maintained that the gov- 
ernment contribution had in fact been inflationary and dangerous in 
its influence. The trouble with the decline in net government contribu- 
tion was that it occurred before business was “unleashed” to take up 
the slack.** In view of this fear of inflation which many policy-makers 
shared with most businessmen, and faced with business antagonism to 
a chronic government deficit, it is difficult to believe that government 
net contribution could have been continued at a high level. 


EXPANSION IN PRIVATE SPENDING INADEQUATE 


What then can be said concerning the relationship of net govern- 
ment contribution to the recession and to public policy? In retrospect, 
it can be seen that private investment expenditures failed to take over 
the role which net government contribution had been playing, that of 

33. National City Bank Letter (February, 1937), p. 19. 

34. “The Slump in America: When Will It End?” Midland Bank Monthly Review 
(June-July, 1938), p. 2. 


35. T. E. Hough, “The 1937 Bond Market,” Bankers Magazine, Vol. 136 (January, 
1938), p. 62. 
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raising income to higher levels. It is not correct, however, to assert, as 
have some writers, that private spending failed to expand when net 
government contribution declined. In the six months following the 
decline in net government spending, income either increased slightly 
each month or remained at a high level attained when net government 
contribution began its decline. This means that private spending did 
increase to offset the decline in public spending, but the sharp rise in 
income which had accompanied increases in the latter was not main- 
tained. 

Government policy-makers might have emphasized that the threat 
of inflation was only temporary because of bottlenecks which would 
soon be eliminated. Yet they still would have encountered strong pub- 
lic opposition to chronic budget deficits and the continuation of net 
government contribution at a high level. 

Suppose for the moment, however, that these political objections 
could have been overcome, and that the level of net government con- 
tribution could have been maintained in the first six months of 1937 at 
$340 million per month, the average monthly rate in 1936. In the 
first four months of 1937, net government contribution at this rate of 
$340 million per month would have added $800 million more than 
was actually added to the income stream. Since this was the period 
when pressure on prices was the greatest, the final collapse in prices in 
the middle of April might well have been more spectacular, possibly 
delayed until later in the spring. This level of contribution in the 
spring might even have done much to prevent the recession from gain- 
ing headway, unless business spending declined because of the con- 
tinued government deficit. It is likely though that by the summer of 
1937 the political pressures for a balanced budget would have become 
intense. 

Little is to be gained by further conjecture as to the course of 
events if government contribution had remained high since such a 
development was politically impossible anyway. Business demanded 
a balanced budget and the immediate government concern was with 
inflation, both factors which promoted a decline in net government 
contribution. 


GOVERNMENT CONTRIBUTION AND PuBLIc Policy 
IN THE REVIVAL 


A number of analysts have been critical of government fiscal policy 
in the revival. Most criticisms center around the delay in resuming 
large-scale government spending following the precipitate decline in 
national income. Professor Hansen criticized the government for its 
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failure to resume spending much earlier and at an expanded rate. 
Fine also considered the lag in the government-spending program to 
be its chief weakness: “A major criticism that can be levied against 
the program is the rather considerable delay between its inauguration 
and the development of the recession during 1937.’** 

The lag in government spending resulted because the government 
still clung to the belief that a balanced budget was the best way to pro- 
mote revival: “The basic need today is to foster the full application of 
the driving force of private capital. We want to see capital go into the 
productive channels of private industry. We want to see private busi- 
ness expand. We believe that much of the remaining unemployment 
will disappear as private capital funds are increasingly employed in 
productive enterprises. We believe that one of the most important 
ways of achieving these ends at this time is to continue progress to- 
ward a balance of the Federal budget.’’*” 

Hansen and Fine seem justified in their criticism. The lag appears 
to have reflected the unwillingness even in the administration to incur 
a deficit or a further expansion in the public debt. Even the adminis- 
tration shared the business belief in the need for a balanced budget, 
and consequently was reluctant to take steps which would unbalance it. 


IMPLICATIONS FOR FuTuRE Poticy 


It scarcely seems necessary to emphasize the need for greater 
awareness of the deflationary aspects of new taxes. The new Social 
Security taxes of 1937, a levy of $1 billion, bore important responsi- 
bility for the near-balancing of the budget. Yet government and busi- 
ness seemed little aware of their deflationary character.** 

A second deficiency in fiscal policy was the failure to give adequate 
consideration to the problems faced in the change-over from a govern- 
ment to a business-driven economy. Only a few realized that the first 
six months of 1937 were the transitional period between the two. A 
notable exception among government policy-makers was Mr. Eccles 
who early in 1937 recognized the changing character of the economy: 
“Sometime in 1936 and early 1937, with the increase in tax revenue 
and the decline in government borrowings, I believe that increased 

36. Fine, op. cit., p. 121. 

37. Henry Morgenthau, “Federal Spending and Federal Budget,” Proceedings of 
Academy of Political Science, XVII, No. 14, (January, 1938), 536-37. 

38. In fact, the Social Security Board insisted that these taxes would actually stimulate 
the recovery: “Although it is true that at the outset the funds are collected to be used 
two years hence for the payment of benefits, in the interim the funds will be available to 
retire the public debt or to purchase Federal bonds. This will serve to release funds from 


public into private investment, thereby actually aiding recovery.” From Social Security 
Board, Unemployment Compensation, What and Why? (March, 1937), pp. 10-11. 
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private expenditures in the production of durable goods became the 
factor of major importance; recovery became self-generating and 
proceeded under its own momentum. This transition is significant not 
only from the point of view of the success of the government spending 
program as a recovery measure, but also as marking the beginning of 
a new period with new problems.”*® 

Although aware of the changing relationship of the government to 
the economy, Mr. Eccles was mistaken in believing that the transition 
had already been effected. Too little attention appears to have been 
directed toward the physical and psychological problems of stimulat- 
ing business expenditures. It would also seem that Mr. Eccles failed 
to convey his belief to other policy-makers that the production of dur- 
able goods was “the factor of major importance.” Either this or he was 
unable to win them over to his viewpoint. In any event, President 
Roosevelt, in his attack on rising prices, placed the government on 
record as opposing further assistance for the durable goods industries 
at the very moment (April, 1937) when the transitional problems 
were the greatest. Clearly fiscal policy to be successful must give care- 
ful attention to the delicate problems which arise as net-income in- 
creasing expenditures of government decline and business enterprise 
takes over. 

The bonus payments provide a case study of the effects on the 
economy of an unusual expansion in government expenditures. These 
expenditures caused a bulge in the income stream, and added fuel to 
the pressure on prices. They contributed to the temporary scarcities in 
many lines which made more difficult the transition from a govern- 
ment to a business driven economy.*® 

The time lag in the revival of net government contribution is also 
evidence of the inflexibility of the spending program. Action must be 
taken quickly if net government contribution is to achieve the greatest 
success in combatting recessive tendencies. The eight-month lag be- 
tween the drop in industrial production and the President’s proposal 


39. Marriner Eccles, “Controlling Booms and Depression,” Fortune (April, 1937), 
p. 88c. 

40. This leads to the general comment that there seems to be a need for analysis of 
the impact which government spending has upon production and distribution processes. 
The methods of government contracting and purchasing and their relationship to private 
buying and production present a field of analysis which is largely undeveloped. (A recent 
contribution in this field is the study by J. P. Miller, Pricing of Military Procurements 
[New Haven: Yale University Press, 1949].) The effects of government spending on 
prices, output, and employment require investigation. It is also important to examine the 
interrelationships of government and private spending. The effects of government spend- 
ing on the national economy may well depend upon the point in the production process 
where the spending is injected, and upon the extent to which the spending is competitive 
or supplementary to private spending. 
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for a new spending program appears to have been unfortunate. In the 
future, there may be less opposition to unbalancing the budget as a 
means of preventing recession, yet in the spring of 1949, as recession 
appeared imminent, government officials and members of Congress 
demanded either new taxes to keep the budget balanced or a reduc- 
tion in government expenditures. Thus the resistance to unbalancing 
the budget was still very great and almost no one spoke out for a flexi- 
ble spending program to combat the “readjustment.” The lesson in 
1937-38 seems to be that once it becomes evident that production is 
sagging, action should be taken immediately, the sooner the better. 
If such action will eventually be taken anyway, as in 1937-38, then 
postponement of action only risks deepening the trough or prolonging 
the period of recession. 

The experience in 1937-38 reveals other weaknesses of the deficit- 
spending mechanism. Not only is timing and direction of spending 
crucial, but apparently successful “compensatory spending” requires 
some very good second-guessing and anticipation of the future course 
of events.*’ Even after individuals receive income from government, 
there is a time lag before this money becomes income again. Conse- 
quently, a considerably greater volume of expenditures may be neces- 
sary at one time than another in order to produce equal effects on 
income. 

For example, when the business situation is deteriorating the stimu- 
lating effects of government spending may materialize in time only to 
lessen the severity of the recession. It is to be hoped that government 
policy-makers in the future may improve their second guessing with 
the aid of the additional statistical data available since then and by 
profiting from experience of the past.** The impression derived from 
the action taken in the 1936-38 period, however, is that policy- 
makers did not even make consistent use of the facts which they had. 
The interrelationships of the net government contribution, the price 
level, physical output, and business spending were not clearly under- 
stood, if indeed they were perceived at all. 

A final consideration for the future is whether it may be concluded 
from the experience in 1936-38 that the termination of government 
net contribution before full employment is reached will automatically 


41. It seems doubtful that government policy makers in 1936-37 operated under the 
theory of compensatory spending, where compensatory spending is defined as the accept- 
ance of deficit financing for achieving a high level of national income when an adequate 
volume of private investment is absent. Fine believes that it was not until the spring of 
1938 that government leaders actually came around to the compensatory theory of 
government spending, operating earlier under the theory of “pump-priming” (op. cit., 
pp. 118-19). 

42. Cf. Angell, op. cit., pp. 240-42. 
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lead to recession. Clearly such a conclusion would be contrary to the 
theory of “pump-priming” which relies upon using government spend- 
ing to create more favorable expectations about the future on the part 
of businessmen. Private expenditures are then expected to carry the 
system on up to full employment. In 1936-38, the government stimu- 
lus to income was reduced long before the system had attained full 
employment. But since some expansion in private spending took place 
thereafter, there appears to be no necessary reason why private spend- 
ing might not respond vigorously to government spending under dif- 
ferent conditions from those in 1936-38. It would seem reasonable, 
therefore, to assume that the effects which government spending will 
have on the economy, are dependent upon, among other things, its 
place in the business cycle and to an even greater extent upon the 
companion policies of government. Fine rejected the belief that the 
1936-37 sequence of events proves that the government dare not 
reduce its contribution to income before full employment is reached: 
“Tt would be entirely unwarranted to deduce from the 1937 episode an 
argument against reducing the federal contribution at any point short 
of full employment or the inference that compensatory fiscal policy is 
the sole solution to the problem of idle resources. Rather, the conclu- 
sion may well be drawn that the above experience has demonstrated 
the deficiencies inherent in compensatory spending as a monistic 
cure.”’* 


SUMMARY 


The experience with net government contribution in the recession 
indicates the need to appraise the total effects of any new tax levies 
and to give broad consideration to the difficult problems faced in the 
transition from an economy motivated by government spending to 
one dependent upon private spending. These problems include the 
timing of net government contribution, the effects of government 
spending upon prices and production, the importance of anticipatory 
spending if the program is to be successful, and the need to relate net 
government contribution to other government policies. Any future 
government spending program would benefit by giving careful atten- 
tion to the experience with public spending in the 1936-38 period. 


43. Fine, op. cit., p. 115. 
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CRITERIA OF “ADEQUATE” GOVERNMENTAL EXPENDI- 
TURE AND THEIR IMPLICATIONS 


ALICE JOHN VANDERMEULEN* 
Claremont Men’s College 


I. INTRODUCTION 


EcoNoMIsTs, political scientists, and public servants often make cas- 
ual reference to “adequate governmental expenditure,” as if the mean- 
ing of the concept should be perfectly clear to any reader. But if the 
reader pays careful attention, he will discover that the term seems 
to have almost as many meanings as there are writers who use it. This 
variance in meaning stems partly from the disparate roles which the 
authors implicitly assign to government. Yet writers who are in com- 
plete agreement about the appropriate sphere of government may 
still differ about the sums which would constitute “adequate” expendi- 
ture, merely because they refer to dissimilar, but not necessarily con- 
flicting, public objectives. 

The purpose of the first part of this paper is to generalize and clas- 
sify the major objectives toward which “adequate” expenditures 
might be directed. We shall find that we can resolve many of the con- 
troversies about “adequate” expenditures by realizing that diverse 
goals are set by the protagonists. Next, an attempt is made to suggest 
some measure or criterion with which we can evaluate our success in 
achieving each goal. Obvious fundamental difficulties stand in the way 
of the formulation of usable criteria of adequacy, and they will be 
cited. Finally, this paper considers possible courses of action if expen- 
ditures are found inadequate to achieve one or more of the various 
goals. Some indication is given of alternative ways to achieve each 
objective without increased expenditure. Since these alternatives may 
fail, an effort is made to classify possible combinations of unattained 
public objectives, and to show how a program of fiscal action could be 
worked out for each combination. 

In sum, the aim of this paper is to provide a framework which will 
clarify the following questions: (1) When we speak of “adequate”’ 


* I wish to express my gratitude to the John Randolph Haynes and Dora Haynes 
Foundation for a research grant awarded during the period when this paper was written. 
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expenditures, what objectives are implied? (2) Given each objective, 
what are the techniques and difficulties in measuring the attainment of 
the objective? And (3), if we succeed in proving that expenditures are 
inadequate to achieve come combination of the various objectives of 
public policy, how should we go about remedying the deficiencies? 


II. OBJECTIVES OF ADEQUATE EXPENDITURE 


It is evident that there are three important contexts in discussions of 
the adequacy of governmental expenditures: total public spending by 
all levels of government, total expenditure for one governmental 
function by all levels of government, and expenditure for one function 
by one governmental unit. In other words, expenditure may be 
thought inadequate: (1) as a whole, (II) to fulfil a function, or (III) 
for a particular governmental unit to fulfil a function. One further 
context, total expenditures by one governmental unit, has been omit- 
ted although it completes the logical picture. The omission was inten- 
tional—in a country with at least three layers of government, the 
adequacy of total spending by one layer is rarely discussed apart from 
total spending by the other layers. 

Within each context, certain general objectives of public spending 
can be discerned. These objectives are outlined in column (2) of 
Table 1. A few comments about each follow below in the order of the 
outline. 


a) TOTAL GOVERNMENTAL EXPENDITURES 


Early in the development of economic theory, the question of the 
appropriate size of the governmental sector in an economy was per- 
ceived to be closely related to political philosophy and difficult to 
answer from simple assumptions about economic man. Therefore, 
discussion of the solution tended to fall, largely by default, to nor- 
mative and welfare economists. Other economists attempted to cir- 
cumvent the problem by enumerating the specific duties of govern- 
ment (as Adam Smith did) and relegating all other economic activity 
to the private economy. This evasion was later elaborated by analysis 
of the nature of undertakings suited to government (natural monopo- 
lies essential to society, services for which charges could not be allo- 
cated equitably among individuals, etc.). These analyses were likely 
to assume that the role of government should be held to a minimum, 
and public enterprise should be substituted for private only when 
private enterprise was clearly inferior or nonexistent. 

With the development of marginalism and systems of general equi- 
librium, the implication was clear that the satisfaction from the last 
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cent of public expenditure should just equal the satisfaction from the 
last cent of private expenditure, and should just be worth the last cent 
of taxes.’ 

The fundamental difficulties of inter-individual comparisons of sat- 
isfaction were immediately apparent. An unsuccessful effort to skirt 
these difficulties was made by asserting that taxes were voluntary pay- 
ments for the satisfaction of public wants, thus achieving a kind of 
market equilibrium for public services.” But the market for public 
services lacked the neutral elements of competition, such as willing 
buyers. The usual outcome of attempts to delineate the welfare-maxi- 
mizing sphere of government is a frank recognition that a scale of 
social values must be assumed, which either ignores individual prefer- 
ences (leaving only social valuation), or weights individual prefer- 
ences and includes the satisfactions from public enterprise in the total 
for individuals.* Since pure economic theory predicates no specific 
scale of social values, no theoretical optimum for the division of re- 
sources between the public and private sectors can be derived without 
political presuppositions. In the United States, we have had some con- 
sciousness of the scales of social values which have emerged in public 
policy during periods of national emergency. But for the most part, 
evidence of these scales has grown indistinct with the return to nor- 
malcy. 

Since the depression of the thirties, the problem of the correct allo- 
cation of resources between the private and public economies has been 
subordinate to the problem of employing resources in one way or an- 
other. Errors in allocation with less-than-full employment are likely 
to be less serious than errors after full employment is reached. Or 
at least the social waste from idle resources is more obvious than the 
loss from devoting resources to some inferior use. Furthermore, econ- 
omists showed that institutions in our society made it probable that 
the specter of idle resources would recur if caused by the business 
cycle, or remain and grow more fearful if caused by secular stagna- 
tion. The full-employment period of World War II brought a respite 


' from idle resources, but the fear remained that the specter migit re- 


1. A recent example of this type of theory may be found in Lerner’s discussion of 
simple production where private and public enterprise oust each other, depending upon 
which is more efficient. Abba P. Lerner, The Economics of Control (New York: The 
Macmillan Company, 1944), pp. 86-87. 

2. For a critical discussion of this theory, see R. A. Musgrave, “The Voluntary Ex- 
change Theory of Public Economy,” Quarterly Journal of Economics, LIII (February, 
1939), 213-37. 

3. See Oscar Lange, “The Foundations of Welfare Economics,” Econometrica, X 
(July—October, 1942), 215-28, and P. A. Samuelson, Foundations of Economic Analysis 
(Cambridge: Harvard University Press, 1948), pp. 203-53. 


e, 1 
of 

re 

of 
of 
al 
[) 
er | 
t- 
n- 
he | 
m 
1g 

of 
he 
he 
to 
re, 
ir- 
n- 
ity 
sis 
lo- 
aly 

m, 
en 
ui- 
ast 


22 The Journal of Finance 


turn in even more awesome form. Thus, most discussions of “ade- 
quate” total governmental expenditure are concerned with the goal of 
full employment. The problem is more clearly defined, more pressing, 
and easier to solve. 


b) EXPENDITURES FOR A PARTICULAR FUNCTION 


The literature written by and for professional public servants 
abounds with statements about what comprises “adequate” public 
service. For example, a committee of librarians believes that, “With 
a smaller amount [than $1.00 per capita], adequate services cannot 
be provided except at the sacrifice of adequate salaries, book funds, 
or other necessities.”* The authors have obviously made some im- 
plicit assumptions concerning either the basic minimum of library 
service necessary to the present state of society or the priority of li- 
brary service among other governmental functions and private con- 
sumption. Sometimes an attempt is made to express assumptions ex- 
plicitly. For instance, the American Public Health Association says 
that its standards for housing and community development were 
evolved in the belief that ‘‘the essential test of an adequate environ- 
ment is whether it supplies reasonable protection to health.’”” The in- 
clusion of the word “reasonable” is an admission of the relativity of 
any standards for one particular governmental function in vacuo. To 
arrive at such a standard, some ethical judgment must have been 
passed concerning the merits of diverse public services and the pri- 
vate satisfaction foregone by paying taxes to support them, or some 
absolute minimum of opportunity for consumption has been assumed 
as the debt of society to each citizen. 

Once printed, standards for public services acquire the respect of 
folklore. They are revised upward with the forward march of civili- 
zation or prices, but their origins are seldom questioned. Many of 
them sprang from statistical benchmarks. Service was adequate if it 
was comparable in expenditure or results to the upper third or upper 
half of other communities. The origin of other standards is authori- 
ties in the field. The usual development is: “It would be nice if we 
could have. .. .” Then, “We need. . . .” And finally, “Service will be 
inadequate unless. . . .”® 


4. The Committee on Post-War Planning of the American Library Association, Post- 
War Standards for Public Libraries (Chicago: American Library Association, 1943), p. 78. 

5. American Public Health Association Committee on the Hygiene of Housing, 
Planning the Neighborhood (Chicago: Public Administration Service, 1948), p. vii. 

6. For a more complete treatment of the pitfalls of standards of “adequate” service, 
see Clarence E. Ridley and Herbert A. Simon, Measuring Municipal Activities (Chicago: 
The International City Managers’ Association, 1943), p. viii. 


ti 
te 
n 
ti 
“ 
fe 
p 
fe 
b 
Vv 
WwW 
a 
a 
f d 
te 
) 
fe 
a 
Ci 
a 
n 
n 
| A 
n 
di 
fe 
(] 
Pp! 
n 
tc 
Cc 


of 
g, 


Criteria of “Adequate” Governmental Expenditure 23 


Sometimes tacit value judgments about the adequacy of one func- 
tion are hidden in general discussions of budgeting. For example, at- 
tempts have been made to determine the best distribution of a mu- 
nicipal budget among various types of expenditure. The “correct” dis- 
tribution of budgetary items is assumed to be that followed by the 
“best” communities. If a low-ranking city spends a smaller proportion 
for a particular function than the typical high-ranking city, the im- 
petuous conclusion is that adequate expenditures have not been made 
for that function. 

Until this point, we have been considering standards set in the light 
of current knowledge and tastes for public services. Some economists 
believe that there is a further goal of public expenditures—the de- 
velopment of want-consciousness.’ Analytically, the development of 
want-consciousness could be divided into two tasks: (1) the spread 
of knowledge about available public services and (2) the awakening 
of cravings for new or improved public services. Of course, these tasks 
are currently undertaken by many governmental agencies. For ex- 
ample, much of the ouput of the Government Printing Office either 
disseminates knowledge about existing public services or directs at- 
tention to new potential services. 

A theoretical welfare-maximizing equilibrium is conceivable in 
which the last cent spent for producing a public service (other than 
for information concerning it) gives rise to the same social utility 
as the last cent spent to inform the populace about the availability 
of the service.* However, this would be a partial equilibrium which 
could be applied only to one service at a time. Without assigning pri- 
orities to the different functions, we could never determine whether 
a cent should be spent in performing Service A or in dispensing infor- 
mation about Service B. 

When expenditures to change tastes are considered, no solution (or 
mathematical optimum) can be found. We cannot say that welfare 
will be increased by teaching people to prefer sanitation to circuses. 
Again, as with all other objectives of a particular function of govern- 
ment, a value judgment is necessary. 

7. For example, U. K. Hicks says, “. . . there is also, however, a large field for the 
development of want-consciousness, which will lead eventually to higher levels of satis- 


faction. In this field public authorities can play an important role.” Public Finance 
(New York: Pitman Publishing Corporation, 1948), p. 123. 


8. We must assume that the prospective benefits from the service can be correctly 
projected from past experience, and that only a change in knowledge of availability (and 
not in preferences) occurs. For a discussion of the relation of an individual’s preferences 
to his past experience, see Nicholas Georgescu-Roegen, “The Theory of Choice and the 
Constancy of Economic Laws,” The Quarterly Journal of Economics, LXIV, No. 1 
(February, 1950), pp. 125-38. 
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c ) EXPENDITURES FOR A PARTICULAR FUNCTION BY A 
PARTICULAR UNIT OF GOVERNMENT 


When one unit of government is accused of making inadequate ex- 
penditures for a function, the grounds for the charge must be that the 
service is substandard in terms of the minimum set by a larger region. 
The charge may be prompted either by humanity—the inhabitants 
should not receive such poor service—or by justice—such poor service 
has a harmful effect on surrounding areas. If the motives are humani- 
tarian, they spring directly from a social value judgment. The justifi- 
cation of grants-in-aid or shared taxes must be based on the fiscal 
weakness or unwillingness of the negligent governmental unit and the 
missionary zeal of higher governments. 

On the other hand, if injury to other areas is proved, welfare would 
be increased if the surrounding areas contributed to greater expendi- 
ture for the deficient function in the substandard area. An equilibrium 
is conceivable in which a penny spent for Service A would increase 
Area H’s satisfaction equally, whether it was spent by H in H or con- 
tributed to Area J to spend on Service A. The problem then becomes: 
What should be the proportionate contributions of areas where Serv- 
ice A is above standard? The solution is fraught with all of the pitfalls 
of inter-personal comparisons of utility, plus additional snares associ- 
ated with making inter-community comparisons of utility. 

Even though measurement of preferences is impossible, grants-in- 
aid or shared taxes may be obviously beneficial to all governmental 
units. The justification may be either the fiscal weakness or unwilling- 
ness of the aided governmental unit, but no missionary zeal need be 
involved. Social value judgment does not enter directly, as it does with 
humanitarian motives. Rather, communities make a value judgment 
when they set the pace for service levels. Contributions to substand- 
ard areas are simply efficient modes of expenditure for maintaining 
the pace. 


III. DirFicuLTIES IN FORMULATING CRITERIA OF 
ADEQUATE EXPENDITURE 


In column (3) of Table 1, an endeavor has been made to illustrate 
the nature of evidence which might be presented to demonstrate fail- 
ure to achieve each objective. The effort to produce a criterion for 
every objective revealed that criteria can be classified into three 
groups, according to the problems presented in applying them. The 
first and most feasible group consists of those criteria which resemble 
measures of efficiency in that they relate actual or potential input to 
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actual or potential output. These are the criteria for Objectives I-B-1, 
I-B-2, and III-A-1. Their application is limited chiefly by the pitfalls 
of interpreting statistical data to determine whether causation, as well 
as correlation, exists. The second group of criteria, where the achieve- 
ment of a minimum standard is in question (Objectives II-B and 
III-A-2), requires only a census-like investigation, once the standard 
is set. The third group involves either inter-individual comparisons 
of utility or the existence of a scale of social values (Objectives I-A, 
II-A, and II-C). The application of this group of criteria is very 
limited because the number of variables is great, even if all the data 
were known or knowable. 

The list of criteria is not intended to be comprehensive or unassail- 
able, but merely illustrative. Similarly the list of difficulties in formu- 
lating criteria given in column (4) is not exhaustive. However, it re- 
veals that the obstacles in formulating criteria are of three types, 
corresponding to the three groups of criteria cited in the preceding 
paragraph. Most of the obstacles in the first group could be overcome 
by improved statistical knowledge. Rapid strides in the collection and 
use of the requisite data are occurring constantly.® Solution of the 
difficulties in the second group requires a knowledge of social stand- 
ards. Perhaps progress in this direction is being made by the increas- 
ing attempts to sample public opinion. The fundamental obstructions 
in the third group are: first, the necessity of evaluating the relative 
importance of individuals, either explicitly, or tacitly, by assuming 
each individual is equally important; and second, the coexistent re- 
quirement of knowing the needs of each individual, either by investi- 
gation or by imputing the desires of society to him. It is easy to see 
why these obstructions appear to be circumvented only when indi- 
viduals are considered completely devoted either to the state or to 
their own self-interest. 


IV. THE PossIBILity oF ACHIEVING OBJECTIVES 
WITHOUT ADDITIONAL EXPENDITURE 


Since there is a prima facie case against additional public expendi- 
tures, if only because additional resources must be devoted to tax col- 
lection or other means of obtaining funds, an effort was made in 
column (5) of Table 1 to suggest alternative methods of achieving 
public objectives. There are two basic alternatives: inducing the pri- 
vate economy to satisfy a particular public need, or rebudgeting pub- 


9. A recent example of work in this field can be found in a symposium on short- 
comings and suggested improvements in measures of unemployment, “How Much Un- 
employment?” The Review of Economics and Statistics, XXXII, No. 1 (February, 
1950), 49-79. 
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TABLE 1 


Type of 
iscussed 


(1) 


Objectives of adequate expenditure 
(2) 


Illustrative bases of criteria of inadequacy 
(3) 


I. Total gov- 


A. To maximize total satisfaction by satisfying 
collective wants which are greater than alter- 
native individual wants 


1, Collective wants for the development of 
the community 


2. Collective wants for group consumption 


Evidence that factors of production will produce greater net ind- 
vidual satisfactions if devoted to public use (perhaps demon 
strated by the willingness of individuals benefited to pay mor 
than enough in taxes to compensate individuals damaged )* 

or 

Given a scale of social values (which either ignores individual satis. 
factions or takes them into account), evidence that the marginal 


social productivity of a factor of production was greater in public | 


enterprise than in private enterprise 


Necessity of 


ting a sca 
Satisfaction 
individua’ 
Mortality o 
Discontinui 
Superior pol 
ment con 


ernmental 


B. To prevent social loss from idle resources 


1. Resources idled by secular stagnation 


2. Resources idled by cyclical fluctuations 


Over the Kondratieff cycle, evidence of increasing trend of annul 
unemployment or increasing gap between actual trend of 
national product and estimate of what trend might Seno 
with full employmentt 


Indietinetne 
Conjectural 


Consensus of statistical indicators such as number of unemployed, 
rate of decline of consumer prices, ete.} 


Imperfectio 

Statistics 

Inflation mi 
realized 


A. To satisfy collective needs in the order of 
their importance 


Evidence of an improperly distributed budget: bad performance on 
indexes of community welfare (crime rates, disease rates, etc.) a 
sociated with budget distributed differently from communities 
with good performance§ 


Inevitable e 

lective ne 

| Criteria bas 
faced 


II. Spent for a 
particular 
govern- 


B. To provide a basic minimum level of living 
for each individu: 


Subminimum income (adjusted for price change and geographical 
differences) 

Subminimum satisfaction of needs (physical and psychological) 

Subminimum amount of services (education, medical care, ete.) 
provided by government 


mental 
function 


C. To develop want-consciousness for existing 
and potential governmental services 


1. By increasing knowledge 


2. By changing tastes 


Evidence of a public service especially suited to expansion (perhaps 
faced with a od declining unit costs), associated with a high 
“elasticity” in t 
spreading information about it 


Given a scale of social values (which ignores individual satisiac- 
tions), evidence that the marginal social benefit of potential gov- 
ernmental services would be greater than the marginal 
benefit from current governmental services or private consump- 
tion 


III. Spent for a 


A. To prevent social loss caused by pockets of 
poor public services 


1. When there is a harmful effect on sur- 


Evidence that the social cost to surrounding areas caused by de- 


e use of the service upon a small expenditurefer j 


| Subjectivity 
| Rise of stan 
Geographic: 


} | Inability to 
| taste 


Inability to 
judgment 
| 


| Social cost. 
| tise in 
| eral lower 


Subjectivity 
of tat 
| | Seographic 
Disregard 0 


i 


particular rounding areas ficient services in pocket is greater than cost of grant-in-aic t 
govern- pocket for equalizing service level 
mental 
function by 
one unit of 
government Subminimum income (adjusted for price changes and geographical 
2. When services are below the basic national differences) : 
or state minimums Subminimum satisfaction of needs (physical and psychological) 
Subminimum amount of services (education, medical care, ett.) 
provided by government 
For readers interested in sources dealing with concepts related to these criteria, the following refi are suggested 


* Melvin W. Reder, Studies in the Theory of Welfare Economics (New York: Columbia University Press, 1947). 


+ Benjamin Higgins, “Concepts and Criteria of Secular Stagnation,” Income, Employment and Public Policy, Essays in Honor of Alvi 


H. Hansen (New York: W. W. Norton & Company, Inc., 1948), pp. 82-107. 
t Everett E. Hagen, “The Problem of Timing Fiscal Policy,”” American Economic Review, XXXVIII, No. 2 (May, 1948), 417-429. 
§ Mabel L. Walker, Municipal Expenditures (Baltimore: The Johns Hopkins Press, 1930). 
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TABLE 1—Continued 


7 g Chief difficulties in formulating criteria Illustrative alternative methods for correcting fault 
(4) (instead of increased expenditure) 


Paty of making inter-individual comparisons of utility or set- 


; a scale of social value 
id. sat action of one individual may depend on consumption of other 
‘ot individuals 
ore F | Mortality of individuals versus the immortality of the community | Induce private enterprise to satisfy want (perhaps by special govern- 
Discontinuities of scale likely in production for collective wants mental concessions) 


Superior policies in long run may be inferior when period of adjust- 


atie- id 
| ment consider 
blie 
Alter institutional factors, for instance: Fe é 
a = private investment through antitrust and patent K 
policies 
ius F | Indietinctness and uncertainty of Kondratieff cycle Stimulate private consumption by reducing personal insecurity 
ro# t | Conjectural nature of potential trends Revise the tax structure to produce the maximum incentive to 
private enterprise 
Reduce unemployed manpower by increased leisure 
Imperfection of forecasting techniques Stimulate private investment by easing monetary controls, lowering 
yet, } Statistics not available quicxly 5 taxes or improving the tax structure 
—— may be reached before definition of “full” employment —— private consumption by lowering taxes and making trans- 
yments 


stitn ate exports by foreign investment or devaluation 


Inevitable entry of value judgments in ranking and weighting col- 
eon F —— needs or desirable attributes of society Redistribution of budgetary items 
teria 


: “4 on results of expenditure take no account of task 

7 ‘sbiesvity of standards Redistribution of items in governmental budget, with reduced ex- 
hical } | Rise of standards over time penditure for above minimum functions 

._. | | Geographical differences in standards Induce private enterprise to satisfy need (perhaps by special gov- 
ernment concessions) 


| 


| 


Inability to distinguish increases in knowledge from changes in 
taste 


ability to make inter entry of value Attempts to gain or force costless publicity of governmental ac- 


tivities 

high ents 

re for 4 

isfat- } | Formal maximizing impossible when tastes change and individual | Reduction in expenditures for current services to finance new services 

pe | satisfactions are considered 
} 

ulmp- 

——-. | Redistribution of items in budget of area where substandard services 
provided, with reduced expenditure for above minimum functions 
| Social cost of deficient services difficult to isolate; often appears as} Redistribution of items in national or state budgets, so that grants- 
| rise in crime rates, disease rates, numbers unemployed, or in gen-| _in-aid may be financed from other economies 

ai | eral lowering of productivity Attempts (never completely successful) to quarantine harmful ef- 

ye A fects by such devices as agricultural inspections, impediments to 

anel | immigration, development of transportation routes around the 
area, etc. 

hicsl | Subjectivity of standards Redistribution of items in budget of area where substandard services 

Pp | Rise of standards over time provided, with reduced expenditure for above minimum functions 

al) | | Geographical differences in standards Redistribution of items in national or state budgets, so that grants- 

ete.) | | Disregard of local sovereignty in-aid may be financed from other economies 
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lic expenditures so that total appropriations more nearly attain total 
public objectives. Each alternative presents problems. 

If we choose to induce private enterprise to satisfy the public need, 
we must create a possibility of profit from the undertaking. The ab- 
sence of private enterprise in the field probably indicates that there is 
not enough effective demand for the service to yield a profit under 
competitive conditions. Therefore, some kind of subsidy will be neces- 
sary—either direct, or hidden in special treatment vis-a-vis other busi- 
ness. Public encouragement of private enterprise to satisfy a public 
need is nothing new; we currently subsidize the aviation industry to 
fulfil military objectives, and we indirectly subsidize private educa- 
tional and welfare agencies through tax exemptions. However, special 
sheltering of specific industries removes a spur to efficiency and fos- 
ters political pressure groups which strive to increase and perpetuate 
the protection. 

If we rely on redistribution of the budget to achieve specific public 
objectives, we are faced with the practical flaws of the public budget- 
making process. Selective pruning of budgetary items is politically 
difficult. In fact, public expenditures seem to adapt themselves to 
changing public needs by a roundabout process of over-all cuts during 
periods of stringency, followed by somewhat selective increases when 
the periods of retrenchment are passed. Of course, provident public 
budgeting should always be a prime objective, even though political 
obstacles make the path of progress rather indirect. 


V. APPROPRIATE FiscaL ACTION FOR ATTAINING OBJECTIVES 


Problems in the social sciences are like jigsaw puzzles in that it is 
often wise to go on to other portions of the task when solution is tem- 
porarily stalled along one line of attack. The final part of this paper 
is undertaken in this spirit, with the hope that someone may be able 
to return to the techniques of measuring adequacy, discussed above, 
and perceive the missing pieces. In the remaining paragraphs, an at- 
tempt is made to suggest the solution to the following problem: If we 
were able to formulate the complex of public objectives and to meas- 
ure the degree of attainment of each, what would be the appropriate 
fiscal action for achieving the unattained objectives? In other words, 
if we could have what we need, what would we do with it? 

Let us assume that we are able to come to three conclusions: a con- 
clusion with regard to the adequacy of total governmental expendi- 
tures, the adequacy of expenditures for particular functions, and the 
adequacy of expenditures for particular functions by particular levels 
of government. These trifold results will yield eight possible starting 
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points, which are enumerated in column (1) of Table 2. If we adopt 
some simple maxims from studies of public finance and fiscal policy, 
a program for fiscal action will emerge. An illustration of this type of 
analysis is provided in columns (2), (3), and (4) of Table 2. 

The maxims on which this example has been built might never be 
found in the writings of any one student of public expenditures, be- 
cause there is a dicotomy between authors whose primary interests 
are “fiscal policy” and those whose main concerns are the traditional 
techniques of public expenditure. But since this analysis is only illus- 
trative, we need not quibble over the validity of the particular rules- 
of-thumb selected. The chief assumptions are: 

1. If total expenditure is considered adequate, consolidated govern- 
mental budgets should be balanced, with a possible surplus for debt 
reduction if additional taxation is consistent with continued full em- 
ployment of resources. (In this example, no measure of the adequacy 
of total governmental expenditures for maximizing welfare by deter- 
mining the appropriate sphere of the public economy is assumed; 
merely a measure for preventing social loss caused by idle resources. ) 
Conversely, if total expenditure is inadequate, deficit finance is indi- 
cated. 

2. Within the restrictions of the preceding maxim, appropriations 
for inadequate services should be increased. The services should be 
provided by the unit of government which can do the task most effi- 
ciently, regardless of taxing or borrowing ability. Therefore, grants- 
in-aid are implied when lower levels of government are better suited 
to furnish a service and higher levels of government are better suited 
to finance it. 

3. Grants-in-aid are also the most practicable means of equating 
service levels in different areas, where such equating is deemed so- 
cially desirable. 

4. If the utopian conclusion should be reached that all particular 
governmental functions were adequately performed, although the 
economy was still plagued by idle resources, negative taxation or 
bonuses would be preferable to increased governmental enterprise. 

There are probably many other assumptions hidden in the exam- 
ple, such as the belief that an effort should be made to reduce the 
public debt when reduction is possible without social loss. However, 
specific assumptions and resultant courses of action are not impor- 
tant. The purpose of Table 2 is to demonstrate that common agree- 
ment on the degree of adequacy of governmental expenditures to 
achieve various public objectives, or the selection of a starting point 
in column (1) of Table 2, would vastly simplify fiscal planning. 
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TABLE 2 


CONCLUSION CON- APPROPRIATE ACTION 
CERNING GOVERN- 
MENTAL EXPENDITURES Consens overnmental Inter-governmental transfers Particular budgetary items 
(1) (2) (3) (4) 
I. Total adequate | cr 
A. ideals for all par- +Appropriations for debt re- 
ticular functions tirement, if possible 
1. Correctly distribut- {—Appropriations for above- 
ed among state or { adequate services and/or 
local governments {+Tax collections 
+ Appropriations for grants-in- 
2. Incorrectly distrib- aid (and debt retirement, 
uted among state or Grants-in-aid to equate serv- if possible) 
local governmet.ts ice levels {—Appropriations for above. 
| services and/or 
| | | +Tax collections 
— - Balanced, with | Any additional expend- . 
B. Inadequate for certain | 4 surplus for itures for inadequate | Grants-in-aid if services more | + Appropriations for deficient 
functions debt reduc- functions or grants- efficiently performed by services or grants-in-aid 
1. Generally inade- | tion if pos- in-aid should be fi- lower levels of government (and debt retirement, if 
quate among all sible nanced by increased and taxes more efficiently possible) 
state or local gov- tax collections or re- collected by higher levels |{—Appropriations for above 
ernments or by fed- | duced expenditures ‘ adequate services and/or 
eral government | for above adequate | +Tax collections 
functions 
} Grants-in-aid to equate serv- 
: | ice levels or to provide defi- | + Appropriations for deficient 
2. Unevenly inade- | cient services generally if services or grante-in-sid 
quate among gov- services more efficiently (and debt retirement, if 
ernmental units performed by lower levels possible) 
of government and taxes |(—Appropriations for above 
ime L more efficiently collected by adequate services and/or 


higher levels 


{+Tax collections 


II. Total inadequate 
A. Adequate for all par- 
ticular functions (but 
with idle resources) 
1. Correctly distribut- 
ed among state or 
local governments 


2. Incorrectly distrib- 
uted among state or 
local governments 


B. Inadequate for certain 
functions 
. Generally inade- 
quate among all 
state or local gov- 
ernments or by fed- 
eral government 


ad 


Unevenly inade- 
quate among gov- 
ernmental units 


Deficit 


Employ resources if possible 
by tax reduction rather than 
increased governmental ex- 
penditures 


+Appropriations for negative 
taxation, if tax reduction 
not sufficient stimulant 


Grants-in-aid to equate serv- 
ice leve' 


for grants-in- 
ai 


Any additional expenditures 
for inadequate functions or | 
grants-in-aid should be fi- | 
nanced by borrowing rather 
than increased tax collec- 
tions 


Grants-in-aid if services more 
efficiently performed by 
lower levels of government 
and taxes more efficiently 
collected by higher levels 


+Appropriations for deficien 
services or grants-in-aid 


Grants-in-aid to equate serv- 
ice levels or to provide de- 
ficient services generally if 
services more efficiently 
performed by lower levels of 
government and taxes more 
efficiently collected by high- 
er levels 


+Appropriations for deficiest 
services or grants-in-aid 
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Vi. MAKING THE APPROPRIATE Fiscat ACTION AUTOMATIC 


One of the tenets of good management is that the attention of 
policy-makers should be required only when extraordinary situations 
occur; whenever the correct response to a problem can be standard- 
ized, action should proceed immediately in a routine way. Unco-ordi- 
nated attempts have been made to use this principle in the manage- 
ment of public expenditures. Among writers concerned with the level 
of economic activity and total public expenditures (Area I-B of Table 
2), the methods of achieving routine response of public expenditures 
to the various phases of the business cycle are part of a general policy 
of “built-in-flexibility” in the public sector. Specialists in grants-in- 
aid have long been working on the perfection of another type of rou- 
tine response of public expenditures. The problem has been one of 
discovering formulas to achieve the objectives of Areas II and III in 
Table 1 without distorting the budgets of state or local governments 
by the requirements of matching grants and without reducing local 
effort and efficiency. The grant-in-aid has been the device for auto- 
matic response when governmental services are better administered 
by smaller units of government, although smaller units may not be 
able or willing to support them. 

A policy of “building” public expenditures “into” law has many 
desirable features, such as certainty and promptness of action. The 
chief difficulty is that the various built-in devices may conflict with 
each other. Thus, devices to control total expenditures (for instance, 
unemployment benefits and negative taxation) may be nullified by 
the fixed obligations of grants-in-aid. Consequently, particular budg- 
etary items may fail to yield an integrated program. Hence the last 
three columns in Table 2 may behave inconsistently. 

The solution to this lack of co-ordination must come from a broader 
conception of public objectives. In so far as we attempt to make pub- 
lic expenditures automatic, the formulas written into law must take 
account of both specific and general goals. When we adopt this com- 
prehensive outlook, we shall discover that automatic devices must 
either be vastly complicated or greatly simplified. If we try to frame 
a legal formula which will be delicately self-adjusting to changing 
public needs, the formula will have to be very complex. But if the 
law cannot be constructed to apportion public expenditures with pre- 
cision and flexibility, it should be simplified to clear the way for wise 
discretion. 

We cannot devise a precision instrument without knowing the exact 
operations it must perform. Therefore, we are back again to the miss- 
ing pieces in the puzzle: explicit and usable criteria to measure the 
attainment of public objectives. 
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A FINANCIAL SURVEY OF BRITISH HOUSING 
SINCE 1919 


A. C. CopE 
Economic Consultant, England 


BACKGROUND 


OF THE MANY PROBLEMS which have confronted the people of Britain 
during the postwar years, it is probably true to say that housing diffi- 
culties have had the widest and sharpest impact upon the lives and 
happiness of the greatest number. Food has been relatively scarce and 
expensive, it is true, but because of rationing, irksome as it is, sub- 
sistence needs have been met. But many families have been unable 
to secure adequate accommodation, and continue so, with grave re- 
sulting damage to many family relationships. 

The barrier to the intending householder is high cost. There are 
houses on the market today, but because of scarcity, resultant high 
prices, and limited loan facilities, most of them are beyond the means 
of the average man. 

It must be of interest therefore, to look back to the years a little 
before 1939, when a man could for a cash outlay of less than £50, 
which included legal charges, embark upon a scheme of home owner- 
ship and occupation, with accommodation quite adequate for a small 
family; and from this point to look back still farther and realize that 
after the previous war the housing problem in Great Britain was not 
so very different from the current one. Costs were possibly a little 
lower, but homes were just as far beyond the reach of the average 
purse. 

The root causes of the housing shortages after the wars of 1914-18 
and 1939-45 were similar but with certain points of difference. The 
resemblances and differences are not sharply divided, so they may 
best be considered piecemeal in a comparison of the two separate 
backgrounds. 

The periods preceding each war were dissimilar, in so far as in 
1913-14 there was already a marked deficiency in housing and the 
rate of building (58,000 houses annually) was insufficient for current 
needs. In 1938-39 on the other hand, the saturation point of the de- 
mand for houses was approaching: since 1931 the annual output had 
increased steadily, culminating in the building in the year ended Sep- 
tember 30, 1938, of 340,878 houses. 
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The actual duration of each war was virtually fallow in the matter 
of house building and in each case the number of families needing 
homes increased greatly. But the war of 1939-45 was of much longer 
duration and the damage caused by enemy action was on a far greater 
scale. Figures published in a White Paper of 1945 show that over 
200,000 houses were destroyed and about 250,000 were rendered un- 
inhabitable during the war. These figures take no account of further 
extensive war damage to habitable houses, whereby labor and ma- 
terials have been absorbed in repair work. 

The final comparison between conditions of housing after the two 
wars relates to costs. Here the relative increases show a marked simi- 
larity: local authority houses before 1914 cost about £235 ($869.50 
@ 3.70).’ By 1919 similar three bedroom houses cost £643 ($2,379.10 
@ 3.70), and in 1920 they were costing finally £1,100 ($4,070 @ 
3.70 )—tender price £ 881 ($3,259.70 @ 3.70). 

In 1938-39 the cost of a three-bedroom house was about £380 
($1,862 @ 4.90). In 1947 the final cost of building a similar house 
was £1,242 ($5,005.26 @ 4.03 )—tender price £1,170 ($4,715.10 @ 
4.03). 

These phenomenal increases in the cost of houses following the two 
wars are due, of course, to many factors, also interrelated with the 
general conditions outlined above. An inquiry into the cost of house 
building, particularly in the post-1945 period, has been conducted by 
a committee under the chairmanship of Mr. J. G. Girdwood, C.B.E. 
The essentials of their findings are considered in the following notes. 


Costs? 

Before considering in detail the grossly inflated building costs of 
recent years, the trends of such costs during the interwar years are 
noted briefly. 

The high general price level in 1919 found reflection in the building 
trade and costs rose sharply to their peak in 1920, when the price of 
houses per square foot touched 20/—($3.70) (in 1947 that price 
became approximately 24/—[$4.84]). Between 1920 and 1922 a very 
sharp fall in the price of house building occurred, and by 1922 houses 
were being built at a cost of less than 10/—-($2.25) per square foot. 

Between 1922 and 1939 low-cost building continued with relatively 
small fluctuations, varying from around 11/—($2.45) per square 

1. Rates of exchange £ to $ are the average rates for the relevant year, to the nearest 
To cents, except for the “pegged” postwar rate of 4.03. 


2. See The Cost of House Building (the Girdwood Report). First report of the Com- 
mittee of Inquiry appointed by the Minister of Health, 30th June, 1948, published by 
His Majesty’s Stationery Office. 
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foot in 1924 to a period—1932~—35—-when houses were costing no 
more than 8/—($1.68) per square foot. 

During this period the graphs of costs of building materials and 
wage rates in the industry, where data was available, followed similar 
curves and, of course, the cost-of-living index was also low through- 
out the period. Another significant contribution to that era of cheap 
housing was a loan interest rate that was almost always below 5 per 
cent and fell, between 1931 and 1939, to under 3 per cent, never rising 
above 4 per cent. 

It is of interest to note that during the “high-cost period” a com- 
mittee report issued in 1921, inquiring into the high cost of building, 
contained the following: ““The competitive spirit in the building trade 
had largely disappeared. Work would only be undertaken upon con- 
ditions whereby the builder was safeguarded against possible in- 
creases in the cost of labour, materials, railway freights, and upon 
terms which insured him against all other possible contingencies.’”* 

The post-1945 condition of the building industry, additionally ham- 
pered by restrictive licensing, has not been so very different. It would 
be heartening to believe that a period of expansion similar to that ex- 
perienced from 1922 onward is just around the corner. 

The increased cost since 1945 of building a typical three-bedroom 
house has been analyzed by the Girdwood Committee into three con- 
stituent factors: (a) changes in size, construction and equipment of 
houses; (4) direct increases in building costs; (c) a decline in the 
productivity of the building industry. 

The report states “The effect of all these factors is cumulative since 
the 1947 house, besides being larger is built to better and most costly 
standards by higher paid labour, using materials at increased prices, 
and working at a lower level of productivity.” 

It is not possible to examine in full detail the diverse conditions 
from which these increases arise, but brief notes on each show their 
financial consequences. Also it must be borne in mind that the quoted 
figures are based upon average dimensions, materials, wages, and per- 
formance, and that the report was issued in June 1948. 

a) A three-bedroom house in 1938 covered an area of 

£ 380 ($1862 @ 4.90) 

In 1947 the floor area was increased by 134 sq. feet 

and an additional outbuilding of area 95 sq. feet 

was provided. This increased area together with 

the superior construction and fittings would have 

increased the cost in 1938 to................... £ 518 ($2087.54 @ 4.03) 


3. Report of the Departmental Committee appointed by the Minister of Health in 
February, 1921 (the Holmes Committee). 
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b) Materials 


The increase in cost of building materials needs 
little comment. Published figures show that for 
the building of this typical house the cost of 
materials had risen by more than 100 per cent by 
1947. In particular the price of timber was four 
times as great as prewar. 

Plant 

This factor, which includes all on-site appliances, 
tools, offices, transport, and resultant charges, has 
increased in cost by 100 per cent over prewar: a 
further 50 per cent increase results from longer 
duration of contracts. 

Wages 

Various extra payments in addition to considerable 
increases in the average hourly rates of pay have 
put labor costs up by 69 per cent over prewar. 
Employers insurance contributions have increased, 
holidays with pay are now general, and “guaran- 
teed time” i.e., payment for time lost through 
inclement weather, is a more costly item than be- 
fore the war. Traveling and subsistence allow- 
ances, due to current labor shortages, are more 
frequently payable now than formerly. 

All these increased charges together with a pro- 
portionate increase in overheads and profit have, 
according to the committee’s estimate, put up the 


cost of the typical house in 1947 by............. £ 573 ($2309.19 @ 4.03) 


Productivity 

The basis of the figures computed to account for 
increased cost due to a fall in productivity are 
man-hour records from public bodies, local author- 
ities, builders, etc., and are accurate beyond doubt. 
They show that the 800 sq. feet house of 1938 used 
up 1,550 man hours. With additional area, etc., at 
the 1938 level of productivity, the resultant 1,029 
sq. feet would have taken up 2,092 man hours. In 
1947 the man hours worked for a 1,029 sq. feet 
area was 3,034. The cost of these extra 942 man 
hours, due to lower productivity is estimated at. .£ 151 


Thus the cost of a typical local authority three 
bedroom house, increased in size over its 1938 


($ 608.53 @ 4.03) 


counterpart, became in 1947.................. £1,242 


($5005.26 @ 4.03) 


Analyzed into the cost of separate factors as fol- 
lows: 
Total labor costs (including all constituents).... £ 416 


£1,242 


($5005.26 @ 4.03) 


i 
cl 
($1676.48) 
($2816.97) 
($ 92.69) 
($ 419.12) 
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It is against this backgound of abnormally increased costs of house 
building in the post-1945 period that the financial history of British 
housing, both subsidized and unsubsidized, will be considered. 


PRIVATE ENTERPRISE BUILDING‘ 


Between the wars, but only after production costs had fallen to a 
reasonable, and later to a really low, level, private enterprise building 
experienced its heyday. 

A review of the course of events shows clearly, as is proper and 
might be expected, that financial rewards were responsible for the 
phenomenal output achieved. First subsidies, especially when limited 
as to time, galvanized private builders into feverish activity. Then, 
subsidies being withdrawn, a concomitance of favorable factors— 
cheap labor, materials, money—all adding up to a chance of quick 
and adequate, sometimes more than adequate, profit, stimulated them 
to speculative efforts and estate development. 

In considering the contribution made by private enterprise to hous- 
ing during the interwar period, reference must first be made to the 
subsidies offered, parallel with similar grants made to local authori- 
ties for building purposes. These latter subsidies will be discussed 
later. 

A. By the Housing (Additional Powers) Act 1919, a subsidy, by 
means of a lump sum of £130—£160 ($481-$592 @ 3.70) per house 
according to size, was offered to private builders of houses similar in 
character to those built under local authority schemes. These were 
working-class dwellings. This subsidy was increased in May, 1920, 
to £230-£260 ($851-$962 @ 3.70 per house. There was a limit of 
£15 million on the total Exchequer commitment. 

B. By the Housing Act 1923 a maximum subsidy of £6 ($27.60 @ 
4.60) per house annually for twenty years was provided in respect of 
houses completed by September 30, 1927. The subsidy was reduced 
to £4 ($19.60 @ 4.90) annually for twenty years for houses com- 
pleted between that date and September 30, 1939. 

C. By the Housing (Financial Provisions) Act 1924, a subsidy of 
£9 ($37.60 @ 4.40) per house annually for forty years for non-agri- 
cultural and £12.10.0 ($55 @ 4.40) per house annually for forty 
years for agricultural dwellings was paid to private builders of small 
houses for letting. Rents were subject to restriction. To qualify for 
this subsidy, houses had to be completed by September 30, 1927, and 
thereafter the subsidy was reduced to £7.10/— ($36.75 @ 4.90) and 


4. See Private Enterprise Housing. Report of the Private Enterprise Subcommittee of 
the Central Housing Advisory Committee of the Ministry of Health, April 5, 1944. 
Published by H.M.S.O. 
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£11 ($53.90 @ 4.90) respectively for non-agricultural and agricul- 
tural building. The subsidy was finally withdrawn in about 1933-34. 

These were the subsidies offered to private enterprise for general 
need housing; subsequent grants arising from legislation of the 1930’s 
were for purposes of slum clearance, abatement of overcrowding, and 
agricultural housing, and coincided with the period during which pri- 
vate enterprise was devoting itself wholeheartedly to unsubsidized 
building. 

Of the three grants listed above, only that under the 1923 Act 
proved really attractive to private builders. The subsidy offered under 
the 1919 Act came at a time when building costs were high and finan- 
cial conditions in the industry were generally unstable. At the same 
time a large-scale drive was being made by the local authorities to 
provide houses under subsidy, and private builders found it more at- 
tractive and less risky to operate under contract to the local authori- 
ties. This is the period, subject of the quotation above, when the in- 
dustry was said to display little competitive spirit. Only 39,186 houses 
were provided by private enterprise under this Act at a cost to the 
Exchequer of £9,498,156. The houses were mostly too large and ex- 
pensive to be of much use to working-class householders. 

Under the 1923 Act the private enterprise builder first began to 
achieve solid results. Particularly were his efforts effective after the 
announcement that the subsidy would be reduced by £2 ($9.80 @ 
4.90) for houses completed after September 30, 1927: and again 
when the decision was taken to withdraw the subsidy for houses com- 
pleted after September 30, 1929. In all, 362,738 houses were built 
with the aid of this subsidy between 1924 and 1929. A very rough 
computation of the cost to the Exchequer shows a figure of approxi- 
mately £60,000,000 ($270,000,000 @ 4.50) spread over twenty years. 

By contrast the subsidy under the 1924 Act, where houses for let- 
ting at limited rents were stipulated, produced only 15,720 houses 
built privately. The bulk of construction on this account was by local 
authorities. 

But from 1923 onward a parallel and greater volume of unsubsi- 
dized building was being undertaken by private enterprise. As noted 
above, conditions were propitious to risk taking, and returns show 
that unsubsidized building increased progressively from 52,749 houses 
in 1923 to 248,923 in 1938. 

Private enterprise, during these low-cost interwar years, far out- 
stripped the local authorities in house building. Of 4,200,000 houses 
built during these years, private enterprise provided rather more than 
3,000,000. The bulk of this great achievement took place in the 1930’s 
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when local authorities were largely occupied with building for slum 
clearance and abatement of overcrowding. 

The financing of house building by private enterprise generally fol- 
lows the rules of other investment and lending, that is finance will be 
provided if the project, terms, and risks conform to the requirements 
of the lender. 

Investment capital has been provided for builders by a variety of 
agencies. A Ministry of Health Committee, inquiring into such finan- 
cial facilities, lists the following lenders: “building societies, local 
authorities, the Public Works Loan Board, insurance offices, trades 
unions, industrial and provident societies, friendly societies, private 
mortgagees and financiers.” All are institutions or individuals with 
capital seeking a profitable and fairly secure outlet, but some, at least, 
are restrictive in their lending. The Public Works Loan Board, for 
example, is normally prepared to lend only to bodies who specifically 
limit their profits. It might be assumed that similar conditions apply 
to trades unions as lenders; they are, to say the least, unlikely to lend 
to speculative builders. 

The phenomenal expansion of building in the interwar years was, 
presumably, easily financed because of the stable conditions sur- 
rounding building operations and the ready sale of the quickly fin- 
ished product. Prices were low, demand was, up to a year or two of 
the outbreak of war, in excess of supply, and by means of a scheme 
known as the “Builders’ Pool Deposit,” purchasers were under the 
necessity of depositing only a relatively small sum in cash, and com- 
pleting the purchase through mortgages readily granted by the build- 
ing societies. In these circumstances advances were, at least in the 
cases of large-scale development schemes, self-liquidating, and had 
the character of short-term loans where the money outstanding, 
though considerable, was turning over quickly. Such conditions are, 
of course, favorable to both lenders and borrowers. 

By means of the “Builders’ Pool Deposit” scheme, building socie- 
ties were prepared to make advances up to 95 per cent of the valuation 
of the houses (valuation and purchase price, in those halcyon days 
were as often as not coincident). As cover for this extra advance— 
above the 75 or 80 per cent which was normal—the builder guaran- 
teed the society against loss and was required to deposit cash or se- 
curity with the society, usually to one-third of the amount of the 
guaranty. From the pool thus created, the society was able to make 
good such losses as were sustained. 

The effect of this arrangement to the purchaser was that he needed 
to provide in cash £5 ($24.50 @ 4.90) of each £100 ($490) of the pur- 
chase price. As most of the houses built and sold under such schemes 
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were small and cost from £600 ($2,940 @ 4.90) to £1,000 ($4,900) 
or even less, the stimulus to home-ownership was considerable and 
great benefit was conferred on the public. 

The scheme has been modified by legislation contained in the Build- 
ing Societies Act 1939, with more stringent conditions imposed upon 
builders; due to postwar housing conditions there has not yet been 
an opportunity to see any such scheme at work since 1945. 

The building industry, much overloaded in any case, and in the 
presence of conditions wholly unfavorable to risk taking, has, since 
the war, been preponderantly occupied with contract work, largely 
for the furtherance of local authority housing schemes. 

No subsidy has been provided for private building and up till com- 
paratively recently a maximum selling price of £1,300 ($5,239) 
(£1,400 [$5,642 @ 4.03] in the London Area) has been imposed for 
houses built under license by private enterprise. At present the limit 
of expenditure for such building is within the discretion of the local 
authority which grants the license, with the proviso that no licenses 
may be granted for building houses on a greater area than 1,500 
square feet super. 

The licensing provisions have required up to recently that private 
building shall not exceed a proportion of 1 to 4 to houses built by the 
local authority in any district; even this ratio was at the discretion 
of the local authority, though it could not be exceeded. For a period 
the licensing of private building was suspended altogether and from 
February, 1950, onward, due to the economic condition of Britain, 
which was regarded as necessitating cuts in capital expenditure, the 
ratio of private to local authority building was as 1 to 9. More re- 
cently still, the proportion of one private building to four local au- 
thority houses, has been reestablished. 

Thus in the postwar period there has been little scope for private 
enterprise building on a large scale; it must be remembered, however, 
that much building work has been done on private account with an 
absorption of considerable labor and material on conversion and 
adaptation of premises with a view to increasing family accommo- 
dation and on the repair and rebuilding of unoccupied war-damaged 
dwellings. 


Hous1nc By Locat AuTHORITIES® 
The obligation laid upon local authorities to take part in the provi- 
sion of working-class houses in their own districts did not begin until 
after the 1914-19 war. At the same time the government of the day 


5. See Lecture on Housing Finance and Accounts, by A. R. Wood, Comptroller of 
the London County Council, and Lecture on the Financial Provisions of the Housing 
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decided to subsidize such building projects to the extent of covering 
the whole of any annual deficit on a local authority’s housing scheme 
beyond the product of a penny rate. 

This was the first of many subsidies, differing in scope, object, and 
method, which were offered by the Exchequer to local authorities, and 
170,000 houses were provided with the help of the 1919 grant. The 
Housing, Town Planning Act 1919 gave statutory authority for it, 
and subsequent subsidies under Parliamentary authority, were as 
follows: 

Under the Housing, etc., Act 1923 the Exchequer grant for general 
need housing was exactly similar to that which provided so great an 
impetus to private builders: £6 ($27.60 @ 4.60) per house completed 
before October 1, 1927, for twenty years, and £4 ($19.60 @ 4.90) per 
house completed between then and September 30, 1929. In addition 
local authorities were empowered to make exactly equivalent contri- 
butions from the general rate fund, though later they had the alterna- 
tive of contributing a sum equivalent to the average rate contribution 
for the five years ending March 31, 1935, if this were less. With the aid 
of this subsidy 75,309 houses were provided by local authorities. 

The Housing (Financial Provisions) Act, 1924, increased the gen- 
eral need housing subsidy, again both to local authorities and private 
builders, but differentiated between grants for agricultural and non- 
agricultural building; in both cases they were the same as for private 
enterprise. For the non-agricultural dwellings the Exchequer subsidy 
was £9 ($37.60 @ 4.40) per house completed before September 30, 
1927, for forty years, and £7.10. ($36.75 @ 4.90) for houses com- 
pleted between then and June 30, 1934, also for forty years. 

For building in agricultural parishes, the period and time limits 
were the same, but the amounts were £12.10. ($55 @ 4.40) up to 1927 
and £11 ($53.90 @ 4.90) between 1927 and 1934. 

The contribution from the rates was £4.10. ($19.80 @ 4.40) per 
house annually for forty years for 1927 completions and £3.15. 
($18.37 @ 4.90) for houses built between 1927 and 1934. This sub- 
sidy was designed to stimulate production of small houses for letting, 
and the Act contained provisions as to rent limitation. Local authori- 
ties rather than private enterprise made most use of this subsidy and 
built 594,518 houses with its help. 

As noted above, general need subsidies were withdrawn in 1934, 
and thereafter while private enterprise dealt with such housing with- 


(Financial and Miscellaneous Provisions) Act, 1946, by Walter Hicks, F.I.M.T.A., 


F.S.A.A., Treasurer, Ebbw Vale Urban District Council, both published by the Joint 
Committee of Students Societies of the Institute of Municipal Treasurers and Ac- 
countants (Incorporated). 
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out subsidy, later Housing Acts authorized grants to local authorities 
and housing associations to assist building for special purposes. 

The Housing Acts of 1930 and 1935 were consolidated in the Hous- 
ing Act 1936, and though some of the facilities were in force earlier, it 
is convenient to consider them as provisions of this later Act. The ob- 
jects of these subsidies were to assist local authorities and housing 
associations in building schemes for slum clearance, abatement of 
overcrowding, building for agricultural workers, and in connection 
with the redevelopment areas of prewar days. In the words of a lec- 
turer on this subject, the subsidies were offered “to ensure that local 
authorities kept full steam ahead on tasks for which they were likely 
to have little competition from private enterprise: i.e., the provision 
of houses for letting to the lowest paid members of the community.””® 

The grants were as follows: 


A. For Slum Clearance 
From the Exchequer— 
Agricultural: £2.10. ($12.50 @ 5.00) annually for forty years for each 
person displaced 
Non-agricultural: £2.5. ($11.25 @ 5.00) annually for forty years for each 
person displaced 
In both cases £3.10. ($17.50 @ 5.00) per person if they were rehoused in 
flats on expensive sites 
From the general rate fund in both cases— 
£3.15 ($18.75 @ 5.00) per house annually for forty years (which included, 
in special cases, £1 ($5) per house from the County Council) 
B. For Abatement of Overcrowding 
From the Exchequer— 
Agricultural and non-agricultural: minimum of £6 ($30 @ 5.00) per flat for 
four years, for flats of five storeys or more on sites costing more than £1,500 
per acre ($7,500 @ 5.00). This grant is increased according to the cost 
of site: © 
or 
£5 ($25) per house annually for twenty years, at the discretion of the 
Minister of Health 
From the general rate funds for both— 
One-half the Exchequer contribution 
C. For agricultural building 
From the Exchequer— 
£2-£8 ($10-$40) per house annually for forty years if recommended by 
the Rural Housing Committee 
From the general rate fund— 
£1 ($5) per house annually for forty years 
From the County Council— 
£1 ($5) per house annually for forty years 
Local authorities provided 327,191 houses under this legislation. 


The subsidy under C above was also offered to private enterprise but 


6. Lecture on Housing Finance and Accounts, op. cit. 
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evoked little response. Indeed under A, B, and C, the contributions by 
private builders were only 10,238 houses, and of these a substantial 
proportion were undoubtedly built by Housing Associations whose 
figures are included with private enterprise in official returns. 

A very brief word about Housing Associations may be sufficient to 
make clear their nature. They are, in the most general terms, either 
non-profit-making bodies, or associations which limit the interest on 
their capital to the rate prescribed for the time being by the Treasury, 
and both are concerned to provide facilities for the construction of 
houses for the working classes. 

They may be philanthropic associations, mutual benefit associa- 
tions, associations for the benefit of employees of a particular business 
undertaking, of bodies working under the aegis of local authorities. 

They qualified for most of the subsidies mentioned above, other- 
wise limited to local authority building, and such lenders as the Public 
Works Loan Board are empowered to assist housing associations with 
loans from public funds at low rates of interest. 

Finally as to prewar subsidies the Housing (Financial Provisions) 
Act 1938, raised the subsidies for slum clearance and abatement of 
overcrowding, as follows: 

A. Agricultural 
From the Exchequer— 
£10 ($49) per house for forty years 
From the general rate and from the County Council— 
£1 ($4.90) per house from each for forty years 
A similar subsidy was offered by the Exchequer to private enterprise for 
agricultural building 
B. Non-agricultural 
1. From the Exchequer— 
£5.10. ($26.95 @ 4.90) (in certain cases £6.10.) per house annually 
for forty years. 
From the general rate— 
£2.15. ($13.48 @ 4.90) annually for forty years 
From the County Council— 
£1 ($4.90) annually for forty years, where £6.10. is granted by the 
Exchequer 
2. From the Exchequer— 
From £11 to £26 ($53.90—$127.40 @ 4.90) per flat per annum for forty 
years, for sites costing £1,500 per acre ($7,350 @ 4.90) and upward. 
From the general rates— 
One-half the Exchequer subsidy 


There was little time for the full effect of these generous subsidies to 
be felt before the outbreak of war, and in fact local authorities built 
only 2,515 houses under this Act, and private enterprise (including 
housing associations) 843. 

It is not possible from the returns available to quote the cost to 
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Exchequer and rates of all houses built with the aid of subsidy; and 
the grants are so diverse that, in most cases, with only aggregate build- 
ing figures available, it is difficult to work them out. But as an example 
of the cost of subsidies, a very rough computation of the total charge 
resulting from local authority building under the 1924 Act has been 
made. On the basis that all were non-agricultural buildings (i.e., quali- 
fied only for the lower rate of subsidy) the local authority building of 
504,518 houses cost the taxpayers over £160 million ($704 million @ 
4.40) and the ratepayers over £80 million ($352 million @ 4.40). 
Actually the cost must have been much greater, as the extra subsidy 
for agricultural building has not been allowed for. An amount of over 
£4 million (over $17,600,000) still figures in the annual Civil Esti- 
mates, Class V, under the heading of expenditure under the 1924 Act. 

The capital requirements of the local authorities between the wars 
were supplied by various agencies, and the Housing Acts before Par- 
liament from time to time gave statutory authority for such borrowing. 

Financing methods included issues of stock (especially by the 
larger City Corporations) and Housing Bonds, and borrowing from 
such lenders as the Consolidated and Local Loans funds, the Public 
Works Loan Board, and institutional lenders, for example Insurance 
Companies. Interest rates chargeable on loans raised by local authori- 
ties for building purposes obviously vary with the character and dura- 
tion of the loan, and the security offered. 

The final building subsidy granted to local authorities was that 
authorised by the Housing (Financial and Miscellaneous Provisions) 
Act, 1946. 

These subsidies follow the prewar plan of providing assistance 
whereby local authorities can cause houses to be built at present-day 
inflated prices, for letting at uneconomic rents. The grants are accord- 
ingly very generous, though some local authorities have found, in 
view of increased prices since the passage of the Act, that they are 
insufficient for present standards. 

In outline, the grants are as follows: 

A. Normal houses for general needs 
From the Exchequer— 
£16.10 ($66.50 @ 4.03) per house annually for sixty years 
From the rates— 
One-third of the Exchequer subsidy 
B. For houses for agricultural populations or in areas of low rent paying capacity 

From the Exchequer—£25.10. ($102.75 @ 4.03) per house annually for 

sixty years 

From the Rates— 

£1.10. ($6.04 @ 4.03) per house annually for sixty years 
From the County Council— 
£1.10. ($6.04 @ 4.03) ditto. 
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C. For flats on expensive sites 
From the Exchequer— 
£28.10. ($114.75 @ 4.03) per flat for a site costing £1,500 to £4,000 ($6,045 
to $16,120) per acre, rising by a sliding scale according to the value of 
the site. 
From the Rates— 
One-third of the Exchequer subsidy 
For flats of four storeys with lifts, the subsidy is increased by £10.10 ($42.31 @ 
4.03) to £7 ($28.21 @ 4.03) from the Exchequer and £3.10 ($14.10 @ 4.03) 
from the rates. 


When the Act was passed the average price per foot super, of a 
three-bedroom house was 20/11d. ($4.20). An analysis in 1948 of 
similar costs in areas controlled by twenty-three different local author- 
ities showed that prices varied between 21/5d. ($4.34) and 38/6d. 
($6.15) per foot super, and the average cost was 25/1d. ($5.04). 

The Act enjoins letting authorities to fix rents at a figure that will 
be in harmony with rents “ordinarily payable by persons of the work- 
ing classes in the locality.” 

This, of course, is quite unrealistic even in view of the high rate of 
subsidy. Conditions generally in Great Britain are not such that 
average earnings, even among the most poorly paid workers, are at 
prewar levels, while “rents ordinarily payable” in most cases are. The 
provision has caused some difficulty among financial officers of local 
authorities in balancing their Housing Revenue accounts. The con- 
tinuing liability to Exchequer and Rates is a matter that will be 
referred to later. 


PRESENT-Day HousINc SITUATION 


This analysis has led back to the point from which it started, that 
the problem of housing today is one primarily of cost, but is sub- 
divided into (a) complete absorption of the building industry as to 
manpower ai.d materials, and (5) a lower productivity on the part of 
construction units. 

It may be said that private enterprise is stifled by the licensing pro- 
visions which allocate the major portion of labor and materials to 
building under local authority programs. But if prewar experience is 
to be relied upon, the private building industry, even if untrammeled 
in this way, could not economically devote itself to low-cost building 
without subsidy. And low-cost building, or at least low-selling price 
buildings, are essential to the needs of the homeless population of 
Britain. 

The broad considerations which presumably dictate the Minister’s 
policy of subsidized building for letting are valid for the needs of the 
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community—with certain reservations. Those who have bought sec- 
ond-hand houses in Great Britain since the war, have in most cases 
had to pay inflated prices for them. The figure of Building Society 
advances in 1947 was £242,422,000—far higher than any pre-war 
figure, but a proportion of this must surely be attributed to the en- 
hanced prices of the properties purchased. 

When in due time building conditions readjust themselves, and the 
supply of houses increases with a consequent drop in values, purchas- 
ers during these scarcity years will still be left with their heavy out- 
standing liabilities, and who can say what will be the value of their 
properties. The supposition is, if the judgment of the Building Soci- 
eties is sound, that property values will never again reach their pre- 
war levels, but they may none-the-less diminish appreciably. 

But the continuing cost to the country of the subsidies at present in 
force is a source of concern to all who consider the national income 
as something other than a milch cow from which all welfare bless- 
ings flow. 

The Girdwood Report closes with a paragraph which states that 
subsidies payable on projects launched up to March, 1948 (these are 
apparently only those under the 1946 legislation) amount to an an- 
nual charge of £74 million ($30,225,000) for sixty years; and that if 
such equally subsidized programs are maintained at the same rate, the 
cumulative annual increased charge on our national resources will be 
about £3.3 million ($13,299,000). In fact, a layman’s reading of the 
complicated Civil Estimates for 1949-50 reveals that amounts pro- 
vided under various votes in connection with Housing Services totaled 
£67,352,655 ($271,430,978). These, of course, include costs on 
account of administration and research.’ 

The times are out of joint today as far as housing in Britain is con- 
cerned. The solution of the problem lies in a return to conditions, as 
to manpower, materials, productivity, and costs, wherein private en- 
terprise can produce profitably houses for sale at economic prices, at 
the same time as local authorities and other similar bodies also build, 
probably for letting at rents which need only a relatively small sub- 
sidy to be economic. 

It seems Utopian at this moment, but it may be that, taking a leaf 
from the book of the past, an authority will in the future use subsidies 
and time limits as the “carrots” they once were, and simply adminis- 
tered controls and licenses to insure high standards, but never to 
hinder either public or private enterprise. 


7. Civil Estimates 1949-50 Class 5. Health, Housing, etc. Published by H.M.S.O. 


TREASURY INVESTMENT FUNDS AND 
OPEN-MARKET OPERATIONS* 


W. N. PEAcH 
University of Oklahoma 


TREASURY INVESTMENT FUNDS now amount to about $39 billion, com- 
pared with less than $7 billion in 1940. Securities held for these funds 
account for 15 to 20 per cent of the total federal debt. Holdings for 
such funds are more than twice as great as the combined holdings of 
the Federal Reserve Banks. For purposes of this paper it is not nec- 
essary to estimate precisely the future rate of increase in these funds. 
It will suffice to point out that, barring statutory changes, further in- 
creases may be anticipated.’ Although there is a large number of trust 
funds handled by the Treasury, a few of them account for the bulk of 
the total. Among the larger of the funds are the Federal Old Age and 
Survivors Insurance Trust Fund, the Unemployment Trust Fund, the 
National Service Life Insurance Fund, and the Railroad Retirement 
Account. 

The purpose of this paper is to indicate the powers and the limits on 
the powers of the Treasury to invest trust account funds in market- 
able government securities, to indicate the way in which these powers 
have been used, and to raise the question about future policy with 
respect to Treasury use of investment funds-for open market opera- 
tions. 

Efforts by the Secretary of the Treasury to influence the market for 
government securities are not new. As far back as 1790 a special board 
was established to buy in the open market any federal debt issues that 
fell below par.* Although the purpose of such operations has varied 
from time to time, Treasury efforts to support the government credit 
and the government security market have been a more or less con- 
tinuous part of our financial machinery.* 

* Paper read before the Midwest Economics Association meeting in Des Moines, Iowa, 
April 23, 1950. 


1. The suggestion that Social Security programs be put on a “pay as you go” basis is 
not discussed specifically in this paper. 

2. See Esther R. Taus, Central Banking Functions of the United States Treasury, 
1789-1941 (New York: Columbia University Press, 1943), pp. 12, 13. 

3. See, for example, the testimony of the Secretary of the Treasury before the House 
Ways and Means Committee on March 27, 1918, in connection with the Third Liberty 
Bond bill. In this testimony the Secretary was convinced that a fund should be provided 
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The issuance of “special” securities to Treasury investment funds 
dates back at least 25 years to the time when Andrew Mellon was 
Secretary. The Adjusted Compensation Act provided for an appropri- 
ation on January 1 each year which, if invested at 4 per cent com- 
pounded annually, would be sufficient to pay the adjusted service 
certificates upon maturity in twenty years or upon the death of the 
veteran. The Secretary was authorized to invest in interest-bearing 
obligations of the United States and to sell these obligations for carry- 
ing out the purposes of the fund. Mr. Mellon was not satisfied with the 
prospects of investing these funds in open market securities for a 
number of reasons. First, he was afraid he would not be able to execute 
such huge orders in one day. Second, he felt that large purchases 
would drive up the market price which the fund would be required to 
pay. Furthermore, if the funds were all invested at the beginning of 
each calendar year, it would be necessary for the Treasury to enter 
the market on the selling side during the remainder of the year in 
order to pay benefits for veterans who died during the year. Thus, the 
Treasury would be forced to buy at high prices at the beginning of the 
year and sell at lower prices during the remainder of the year. Largely 
for these reasons, the Secretary decided to invest the funds in “‘spe- 
cial” Treasury notes, and “special” certificates of indebtedness.* At 
the same time, however, the Secretary of the Treasury continued to in- 
vest other funds intrusted to him in marketable government securities. 
In explanation of these open-market purchases the Secretary empha- 
sized that the investments were made with a view to the requirements 
of the funds. He did not indicate that investments were being made 
with a view to raising the prices of government securities. 

During the following decade the issuance of special obligations was 
confined largely to government employees’ retirement funds and the 
adjusted service certificate fund. The adoption of the Social Security 
Act in 1935, however, established new trust funds in the Treasury to 
which large sums were appropriated or deposited and large amounts 
of special issues were made to the funds. By the end of June, 1940, 
special issues had risen to almost $5 billion.® At the end of January, 


so that he could support the price of outstanding government securities around par. 
The Secretary opposed a policy of rigid maintenance of par because he was afraid this 
might encourage resales on a large scale and exhaust the fund. But he had no doubt that 
the government should support the market somewhere close to par. Such a fund was 
established. Annual Report of the Secretary of the Treasury on the State of the Finances, 
for the fiscal Year Ended June 30, 1920, pp. 110, IIT. 

4. Ibid. (1925), pp. 118-20. 


5. The exact amount was $4.775 billion. See Annual Report of the Secretary of the 
Treasury on the State of the Finance for the Fiscal Year Ended June 30, 1940, p. 65. 
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1950, special issues held by government investment accounts pr 
amounted to $33.5 billion, while marketable issues amounted to an in 
additional $5.4 billion.® th 
The powers of the Secretary of the Treasury to use investment mi 
funds for the purchase of open-market obligations varies from one ob 
trust fund to another. Under the provisions of the Railroad Retire- ha 
ment Act the Secretary has the duty of investing funds not currently ob 
needed in direct or guaranteed obligations of the United States. He in 
may purchase original issues at par or outstanding obligations at the 
market price. He may also issue special obligations exclusively for this se 
account, in which case the special obligations bear interest at the rate Li 
of 3 per cent per annum. Securities other than special obligations may sp 
be acquired for the account only on such terms as to provide an invest- 
ment yield of 3 per cent per annum. It is the duty of the Secretary to Se 
sell and dispose of obligations in the account, if it is in the interest of co 
the account to do so.‘ Because marketable securities yielding 3 per it 
cent per annum have not been available, the entire investments for T 
this account in recent years have been in the form of special 3 per cent su 
Treasury notes.® la 
The Secretary of the Treasury invests the funds not needed for cur- cl 
rent operations of the Federal Old-Age and Survivors’ Insurance yi 
Fund. These funds may be invested in direct or guaranteed obliga- 
tions in the form of marketable or special issues. Special issues must m 
bear a rate of interest equal to the average rate on the entire debt at OF 
time of issue. Special obligations may be issued to this fund, however, Of 
only if the Secretary determines that the purchase of other interest- ar 
bearing obligations is not in the public interest. Marketable obliga- 
tions may be purchased at time of original issue or at prevailing ve 
market prices.’ Since the end of the war the Secretary has made sub- lo 
stantial purchases of marketable securities for this fund both at the pe 
time of original issue and from the market. T 
Investments for the Unemployment Trust Fund are similar to those th 
for the Old-Age fund. The Secretary may invest in marketable obliga- al 
tions at time of issue or purchase outstanding securities at the market cr 
6. Treasury Bulletin (March, 1950), p. 31, Table 1. . 
J 7. The railroad retirement account was established pursuant to Section 15 (a) of the 0 
i Railroad Retirement Act of 1937 (50 Stat. 316), approved June 24, 1937. See also 
7 Annual Report of the Secretary of the Treasury on the State of the Finances for the ar 
Fiscal Year Ended June 30, 1940, pp. 217, 218. : 
8. Daily Statement of the United States Treasury (March 15, 1950). in 
9. This trust fund was established under provisions of the Social Security Act amend- 
ments of 1939, approved August 10, 1939 (53 Stat. 1362). See Annual Report of the 
Secretary of the Treasury on the State of the Finances for the Fiscal Year Ended June 30, of 
‘ 1940, pp. 212 and 213; also ibid., 1948, pp. 561 and 562. 
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price, or he may issue special obligations bearing the average rate of 
interest on the total debt. When the Secretary purchases securities in 
the market, he may do so only on such terms as to provide an invest- 
ment yield at least equal to the yield which would be required if special 
obligations were issued.’® On a somewhat smaller scale," the Treasury 
has made investments for the Unemployment fund in marketable 
obligations at the time of original issue and has also made purchases 
in the market for this fund. 

Although the Secretary of the Treasury is authorized to buy and 
sell government securities for the account of the National Service 
Life Insurance Fund, the practice has been to issue only 3 per cent 
special obligations to this fund. 

It is not necessary to extend the list of duties and powers of the 
Secretary of the Treasury with respect to the investment of trust ac- 
count funds. In granting authority to invest in marketable obligations 
it was the clear intent of Congress to provide a means whereby the 
Treasury, as trustee, might increase the income of the accounts, pre- 
sumably to be distributed to the beneficiaries of the accounts at some 
later date. The limitations on the powers of the Secretary seem to pre- 
clude investments of these funds in any but the longer-term, higher- 
yield Treasury bonds. 

Three aspects of the use of Treasury investment funds for open 
market operations may be discussed briefly: first, the effect of these 
operations on income for the trust accounts; second, the effect of such 
operations on the money supply; and third, the effect on the prices 
and yields of government securities. 

In designating the Secretary of the Treasury as trustee for the 
various funds, Congress wished to protect the funds against capital 
loss and to provide a source of income for the accounts. No other pur- 
pose is mentioned in the grants of authority to the Secretary of the 
Treasury. The purpose of permitting the Secretary to invest part of 
the funds in marketable securities was to provide him with legal 
authority so that he could take advantage of any opportunities to in- 
crease the income of the trust accounts. In its use of trust account 
funds for open market operations the Treasury seems never to have 
lost sight of its primary obligation as trustee. 

So long as the 24 per cent rate on long-term bonds is maintained 
and assuming no change in statutes concerning minimum yields on the 
investment funds, the only occasion when the Treasury might be able 


10. 42 USC 1104 (1940 edition). For discussion see Annual Report of the Secretary 
of the Treasury, op. cit., 1940, Pp. 214, 215. 


11. Compared with purchases for the Old-Age fund. 
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to increase the income of the funds appreciably above the level pro- 
vided by special issues at the average rate on the government debt 
would be a substantial decline in market prices below par, an unlikely 
occurrence. Treasury open market purchases for trust accounts at 
present are limited, for practical purposes, to long-term bonds bear- 
ing interest above 2 per cent. Thus, as long as the Treasury continues 
to engage in open market operations with investment funds and con- 
tinues to operate primarily as trustee, it cannot improve the income of 
the investment accounts by any appreciable amount. Furthermore, if 
the purpose of such operations is to increase the income of the invest- 
ment funds, it might be much more desirable for Congress to specify 
the rate of income which it desires for the funds and provide the 
appropriate amount directly through special issues. 

Treasury use of investment funds to engage in open market opera- 
tions has no significant effect on the over-all “money supply.” The 
Treasury can make net purchases of securities in the market only 
when it has a surplus of receipts over expenditures. The term “sur- 
plus,” as used here, includes any excess of receipts over expenditures. 
The Treasury can engage in these operations only when it receives 
more money from the public than it pays to the public. For these oper- 
ations, it makes little difference whether the funds are received as 
income taxes or social security taxes.’* When the Treasury has a sur- 
plus, it can dispose of the surplus in two ways. First, it can issue spe- 
cial securities to trust funds and retire an equivalent amount of out- 
standing marketable securities. Second, it can purchase outstanding 
securities in the market and hold them as trustee for the funds. The 
net effect on the money supply is the same in both instances. A Treas- 
ury surplus makes it possible to redeem part of the debt held by the 
public (including the banks), and thereby tends to be anti-inflation- 
ary. It is the tax element, the withdrawal of funds from the income 
stream, that is deflationary, not the use of funds to make purchases 
for the investment accounts or to retire outstanding securities.’ 

If a Treasury surplus is used to retire securities held by Federal 
Reserve Banks, the process would resemble open-market selling oper- 
ations by the Reserve Banks. The effect would be a reduction in Re- 
serve Bank credit, a corresponding reduction in commercial bank 
reserves, and presumably a multiple contraction in commercial bank 
deposits if commercial banks had no excess reserves at the time of the 


12. This statement means simply that open-market operations of the Treasury are 
limited to the excess of total receipts over total expenditures. It does not, of course, 
imply that the economic effects of different kinds of taxes are the same. 

13. The foregoing assumes that the Treasury is not going to ap large idle balances 
and it also assumes that trust funds are increasing. 
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operations. This chain of events would be highly deflationary in addi- 
tion to the deflationary tendencies associated with the withdrawal of 
funds from the public through taxation. This line of reasoning, how- 
ever, is valid only on the assumption that the effects are not offset by 
actions of the commercial banks and/or the Federal Reserve Banks. 
Commercial banks throughout the postwar period have been in a posi- 
tion to replenish their reserves by the simple process of selling govern- 
ment securities to the Reserve Banks, and they have used this power 
consistently. To the extent that commercial banks replenish their 
reserves by selling government securities to the Reserve Banks, the 
net effect is the same as if the Treasury had purchased the securities 
from commercial banks in the first instance. The only deflationary 
aspect would be the original withdrawal of funds from the public 
through taxes and the subsequent reduction in outstanding securities. 
There would be no multiple contraction of commercial bank deposits.** 

During recent years the Treasury has, on occasion, used investment 
funds for the purpose of trying to influence the prices of government 
securities. In co-operation with the Federal Reserve System the 
Treasury has attempted to maintain stability in the bond market in 
both directions. The objective was to keep bond prices from going up 
too rapidly or down too sharply.*® During the spring and summer of 
1947 the Treasury and the Federal Reserve felt that the yield on long- 
term bonds was too low. As a step toward increasing the yield toward 
what might be considered a more satisfactory rate, the Treasury un- 
dertook to sell marketable securities from its investment accounts. 
From April to October, 1947, the Treasury made net sales of $1.8 
billion of securities from the investment accounts, the largest portion 
from the account of the Postal Savings System.’® As the bonds were 
sold in the market, the Treasury replaced them with special issues for 

14. The size of Treasury surpluses since the end of World War ITI have not been suffi- 


ciently large to give any indication of likely effects on the velocity of circulation of bank 
deposits which might arise from alternative uses of a Treasury surplus. 


15. See the clear statement of Treasury policy in Hearings before the Joint Committee 
on the Economic Report, Congress of the United States, Eighty-First Congress, rst Sess., 
Pursuant to Sec. 5 (A) of Public Law 304, February 10, 1949, p. 147. See also the 
Annual Report of the Secretary of the Treasury on the State of the Finances, for the 
Fiscal Year Ended June 30, 1949, pp. 14-16. In this Report the Secretary emphasized 
that he considered it his prime responsibility to maintain confidence in the credit of 
the United States. “It is for this reason that the maintenance of stability in the govern- 
ment bond market has been a continuing policy since the end of the war.” The Secre- 
tary went on to point out that in maintaining stability, it has been necessary at times 
to take steps to prevent too sharp a rise in government security prices; and, at other 
times, declining prices have been halted. 


16. Treasury Bulletin (February, 1950), Table 2, p. 33. See also, Henry C. Murphy, 
The National Debt in War and Transition (New York: McGraw-Hill Book Company, 
Inc., 1950), Pp. 240. 
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the trust accounts, and used the proceeds to retire short-term debt. 
In terms of dollar volume this was the largest sustained selling opera- 
tion engaged in by the Treasury on the basis of securities held in the 
investment accounts. 

During the summer of 1947, it will be recalled, the yields on Treas- 
ury bills and certificates of indebtedness were raised, and in August 
the Treasury announced the issuance of the 24 per cent “investment 
bonds,” which were offered toward the end of September. Partly be- 
cause of these measures and the sales from the investment accounts, 
and partly for other reasons, long-term prices began to drop during 
the fall of 1947. By mid-November the Treasury and the Federal Re- 
serve System reversed their selling policies and entered the market on 
the buying side. Between November, 1947, and April, 1948, the 
Treasury purchased $1.2 billion of government securities for the in- 
vestment accounts. Even these large purchases for the investment 
accounts, however, were small compared with purchases by the Fed- 
eral Reserve System. Reserve System holdings of Treasury bonds rose 
from less than $800 million on November 19, 1947, to more than $6 
billion by the end of April, 1948, and continued to rise to more than 
$11 billion at the time of the presidential election in November, 1948. 
During the second half of 1948 Treasury open-market operations for 
investment accounts were relatively unimportant and the same holds 
true generally through 1949. 

The use of Treasury investment funds for open-market operations 
by the Treasury may be summarized as follows. First, the operations 
to date have not and are not likely to result in a significant improve- 
ment in the income for the trust accounts. Second, the operations have 
no significant effect on the money supply. Third, their effectiveness in 
stabilizing the government security market is severely limited. For 
practical purposes, such operations are limited to buying and selling 
relatively small amounts of long-term bonds. Treasury investment 
funds are largely unsuited for open-market operations designed to 
stabilize government security prices. 

Open-market operations by the Federal Reserve System, however, 
are quite different. First, if necessary, the Federal Reserve System can 
buy marketable securities of all types and maturities almost without 
limit. Second, its holdings of marketable securities are much larger 
than those in the investment accounts and also more varied. It can, 
therefore, engage in selling operations to a much greater extent and 
over the whole area of the market. Third, it can buy short-term secu- 
rities and sell long-term securities, or vice versa, so that there need be 
no net change in bank reserves or government security prices. In con- 
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trast with the use of Treasury investment accounts, the mechanism 
of the Federal Reserve is ideally suited for open-market operations. 

At this point it may be suggested that it might be well for Congress 
to give consideration to the desirability of changing the statutes rela- 
tive to the investment of the so-called “trust funds.” Such changes 
might be to the effect that all trust funds must be “invested” in special, 
non-marketable Treasury securities at whatever rate of interest may 
appear appropriate. At least this would have the effect of leaving the 
nation with only one official agency engaged in the business of trying 
to stabilize the government security market. There is nothing which 
the Treasury can accomplish by its open-market operations with in- 
vestment accounts that cannot be handled effectively by the Federal 
Reserve System. To date there has been close co-operation between 
the Treasury and the Federal Reserve System in their open-market 
operations. To the extent that they pursue the same policies, Treasury 
operations are quite unnecessary. To the extent that they pursue di- 
vergent policies, we may expect the same kind of undesirable results 
we witnessed during the depression of the 1930’s when the federal 
government was pouring funds into the income stream in order to bol- 
ster purchasing power at the same time the states were busy enacting 
sales taxes. 

If trust account funds are not used for open-market operations and 
if it is thought wise to give the Security of the Treasury additional 
formal authority in determining open market policy, one possible 
solution would be to make the Secretary an ex officio member of the 
Board of Governors of the Federal Reserve System, as he was during 
the first two decades of the System.'* 


17. The influence of Treasury policies on the money supply has been widely discussed 
and debated especially during the past decade and a half. For a competent, modern treat- 
ment of the topic, see Edward S. Shaw, Money, Income, and Monetary Policy (Chicago: 
Richard D. Irwin, Inc., 1950), chaps. xi and xxv. 
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THE FEDERAL NATIONAL MORTGAGE ASSOCIATION 


R. W. LINDHOLM 
Michigan State College 


THE EXTENSION of a large volume of credit on residential mortgages 
continues as an important element of economic stability. Its impact 
has been re-emphasized by the mortgage credit restrictions estab- 
lished in October, 1950." 

Housing finance since the middle of 1930’s has been affected by the 
federal mortgage insurance and guaranty programs and by the estab- 
lishing of a secondary mortgage market in the Federal National Mort- 
gage Association (FNMA), formerly a part of the Reconstruction 
Finance Corporation and since September 7, 1950, a part of the 
Housing and Home Finance Agency.” During the period 1947 through 
1949 non-farm mortgage recordings of $20,000 or less have averaged 
nearly 12 billion annually and in the first seven months of 1950 ran 
at a 15-billion dollar rate. Of this huge total, which is incomplete be- 
cause of the large quantity of rural non-farm building arising from 
urban population movements into unincorporated areas and of mort- 
gages over $20,000, between one-fourth and one-third were FHA in- 
sured or VA guaranteed. This government insurance and guaranty 
program stimulated private lending by reducing risks and increasing 


1. See Regulation X titled “Residential Real Estate Credit” effective October 12, 
1950, Federal Reserve Bulletin (October, 1950), pp. 1314-21. 


2. The Association was chartered February 10, 1938, pursuant to the provisions of 
Title III of the National Housing Act, as amended, as “The National Mortgage Asso- 
ciation of Washington.” The name was changed to “Federal National Mortgage Asso- 
ciation” in April, 1938. 

Until the end of the fiscal year 1948, the Association was authorized (1) to purchase, 
service, or sell mortgages which are insured under Titles II and VI of the National 
Housing Act; (2) to make or purchase real estate loans insured under Section 207 of 
such Act; and (3) to purchase uninsured first mortgages, provided such uninsured 
mortgages did not exceed 60 per cent of the appraised value of the property. 

Congress by Public Law 864, approved July 1, 1948, and Public Law go1, approved 
August 10, 1948, amended Title III of the National Housing Act so as to afford a limited 
secondary market for VA guaranteed as well FHA insured housing loans and to eliminate 
the authority of the Association to make direct loans. 

Pursuant to Section 301 of the National Housing Act, as amended, the Association is 
authorized, subject to such rules and regulations as may be prescribed by it, to purchase, 
service, or sell any mortgages, which are insured after April 30, 1948, under Title II, or 
Title VI of the National Housing Act, as amended, or guaranteed after April 30, 1948, 
under Section 501, or Section 502, or Section 505 (a) of the Servicemen’s Readjustment 
Act of 1944; none of these mortgages to be acceptable can provide for a cost of more 
than $10,000 per family unit. Taken from the first Semi-Annual Report of the Federal 
National Mortgage Association, December 31, 1948. 
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marketability of housing credit and stimulated borowing by providing 
funds on liberal terms. 

The economic impact of FNMA has consisted of: (1) its actual 
provision of funds to purchase housing mortgages and sale of mort- 
gages; (2) its extension of commitments to purchase mortgages of 
private lenders; (3) the basis on which additional permissible pur- 
chases and sales will be made; and (4) the aggregate of funds avail- 
able to FNMA under legislative authorizations. Congress affects the 
economic impact of FNMA through changes of the quantity of funds 
available to FNMA and the basis on which the funds can be used to 
purchase mortgages or assure mortgage purchasers of a market for 
their holdings. The importance of Congressional action is illustrated 
by the housing legislation of July 1 and August 10, 1948, which ex- 
panded the funds of FNMA and provided for the purchase and com- 
mitment to purchase GI guaranteed mortgages in addition to FHA- 
insured mortgages. This liberalization of the FNMA program helped 
make the maximum GI interest rates effective market rates and, 
through establishing $10,000 as the maximum mortgage eligible for 
purchase per dwelling unit, stimulated construction of utility homes. 
FNMA was also partly responsible for the continued expansion of 
housing credit without the restrictive effect of increasing the maxi- 
mum GI interest rates and therefore prevented an increase of housing 
costs arising directly from this cause. 


DEVELOPMENT OF THE PROGRAM 


During 1947 private funds began to be inadequate to meet the 
demand for VA and FHA loans under the interest, down payment, and 
valuation requirements established in the regulations and legislation 
of the government insurance and guaranty programs. The lending 
conditions were more liberal under FHA legislation and the limited 
funds went into these loans with VA loans showing a decline in 1948. 
This shortage of loanable funds to finance a veteran housing program 
was partially remedied by the government when in July, 1948, it 
established FNMA as a secondary mortgage market for VA mort- 
gages.* FNMA aggregate annual mortgage purchases increased from 
$47 million for fiscal year 1948 to $424 million in 1949, and finally 
all the way to $946 million for 1950. This sensational expansion of the 
purchase of mortgages with government budgetary funds is a suffi- 


3. Public Law 864, and Public Law 176, of July 1, 1948 and 1949 expanded permissible 
FNMA holdings of investments, loans, purchases, and commitments to a total of $1,500 
million. Again on October 25, 1949, the permissible amount was increased by $1,000 mil- 
lion and on April 20, 1950 by another $250 million making the present total $2,750 
million. 
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ciently unusual and important economic development to warrant spe- 
cial effort to understand its operation. 


TABLE 1 


FNMA Nown-Farm Home-Financinc Activity: Fiscat YEARS 1938-50 
(Dollar amounts in millions) 


Percentage 
Outstanding change of 

Fiscal Total Commitments Mortgage mortgage balance 

Year Ending Mortgages End Balance outstanding from 

June 30 purchased of period outstanding year to year 

88.0 10.6 125.2 +230% 
38.8 2.0 215.5 + 11% 
7.1 0.1 72.2 — 66% 
5.0 — 22% 
47-4 234.4 51.1 +922% 
423.5 486.8 464.5 +809% 
946.4 1,100.0 1,056.0 +127% 


Source: Housing Statistics, Housing and Home Finance Agency (January, 1950), 
Pp. 64, (July, 1950), p. xviii. 


Table 1 summarizes the movements of FNMA credit from fiscal 
year 1938 through 1950. The economic impact of the program is best 
shown by its effect on aggregate demand which is indicated by data 
of changes in the actual amounts of loan balances outstanding. 


PREWAR AND PosTWAR PROGRAMS 

FHA and GI programs were combined with FNMA in the postwar 
period to provide an effective combination in financing a housing 
boom at low interest rates. In 1947 and 1948 the expansion of demand 
for housing credit and the increased risk arising from higher housing 
costs began to force interest rates in some areas above the maximums 
of the FHA and GI programs. This apparently temporary threat to 
continued availability of large quantities of low-interest-rate housing 
credit was reduced by FNMA purchases of VA mortgages in partic- 
ular. At this time it was believed FNMA credit was being used in large 
quantities to bridge a temporary gap in the demand and supply of 
housing credit. FNMA had performed a similar task between 1938 
and 1941 when the mortgage balance increased from about $40 million 
to about $200 million. At that time FNMA funds were needed to pro- 
vide the financial community with time to adjust itself to the new 
lower housing mortgage interest rates and the high percentage amor- 
tized FHA insured mortgage. 
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The basic similarity of the FNMA operation of both periods was 
the apparent temporary need. (At the end of fiscal year 1942 FNMA 
mortgage holdings totaled $215.5 million and by the end of fiscal year 
1943 the total was down to $72.2 million.) In the prewar period the 
accumulations of FNMA were expected to decrease as soon as the 
FHA type mortgage had proved itself. In the postwar period the 
accumulations of FNMA were expected to decline as soon as the war- 
stimulated housing demand subsided. The prewar operation worked 
itself out beautifully and the economy reaped nothing but benefits 
from the operation.* In the postwar period the resulting expansion 
began to create inflationary pressures which were intensified by cold 
and hot war psychological pressures and governmental expenditures. 


CycLicaL EFFECT 


The FNMA as it exists, without considering possible legislative 
adjustments as economic conditions change, possesses an inherent 
tendency to force booms higher and depressions deeper. The expan- 
sionary and inflationary possibilities of the device were demonstrated 
during the 1930’s and the post-World War II period but the deflation- 
ary and restrictive tendencies arising from repayment of mortgages 
have failed to become effective because of the impact of the World 
War II and the Korean crises. 

During a boom period savings become inadequate to finance all de- 
mands for investment. This increases the price (interest rate) that 
must be paid for housing credit. Because the cost of borrowed funds 
is an important part of housing costs, the effect of higher interest rates 
is reduced construction activity. It is at this point that FNMA enters 
to prevent interest rates on housing loans from increasing by providing 
additional housing credit on favorable terms. The effect is the expan- 
sion of aggregate demand and a continuation of inflationary pressures 
from this source. Large-scale purchase of housing credit by FNMA 
would continue until the shortage of loanable funds had subsided, un- 
less the legislation were changed or funds run short, as happened 
in 1950. 

The reduction of FNMA credit would set in normally when the 
rather low-interest-rate housing mortgages it possessed began to ap- 
pear to be a desirable investment for private funds. This condition 
would make its appearance when the boom had subsided and other 
investment outlets providing a higher net return for savings were no 
longer available. Typically this would be a period of reduced economic 


4. The success, of course, arose partially from the increased incomes and restricted 
investment opportunities of the World War II period. 
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activity. When the mortgages FNMA owns are sold to private holders 
in greater amounts then mortgages are purchased, the effect is the 
reduction of the total quantity of FNMA credit; this operation will 
absorb current savings without a corresponding increase of real in- 
vestment. This is a deflationary action and would tend to accelerate 
the deflationary conditions which had caused the original reduction of 
FNMA mortgage purchases and the increase of FNMA mortgage 
sales. 
1948 REVIVAL 


The tremendous growth in FNMA operations since its virtual re- 
birth in 1948 (mortgage balance outstanding increased by 809 per 
cent between June 30, 1948 and 1949) has outdistanced even the most 
optimistic forecasts of those who recommended FNMA as a method 
of stimulating home ownership by low-income veterans. Several fac- 
tors contributed to this expansion of FNMA mortgage lending but the 
major cause was the ground swell of the postwar housing boom. An 
important contributing element in 1948 was the belief at that time 
that interest rates would increase which made mortgage holders 
anxious to sell their mortgages to have funds available to buy future 
higher earning obligations. The great surge of FNMA commitments 
to purchase mortgages in mid-1949 was sparked by a belief that 
FNMA funds were nearly exhausted and that they would not be 
promptly expanded. This forecast was only partially correct and in 
July and October, 1949, FNMA authorizations were increased by a 
total of $1,500 million and again on April 29, 1950, by another $250 
million. Also, in the fall of 1949 the eligibility of mortgages for pur- 
chase was increased through removing the application of the restric- 
tion from VA Section 501 home loans that only 50 per cent of the 
mortgages of eligible institutions could be sold to FNMA. This liberal- 
ization provision increased the availability of FNMA credit and 
stimulated VA-guaranteed mortgages. The willingness of FNMA to 
purchase an apparently limitless supply of housing mortgages was 
combined with high-pressure utility home sales methods to raise 
housing credit to where it finally exceeded the funds available to 
FNMA and the funds Congress was willing to provide. By March 20, 
1950, the uncommitted funds of FNMA had become inadequate for 
the second time within nine months to permit the grant of further 
commitments.® 


5. A previous two-week halt had been necessary in July, 1949, to await an increased 
authorization of $500 million. As of July 31, 1950, FNMA had a balance of $672 million 
available for the purchase of additional mortgages. The mortgage balance outstanding 
on that date was $1,100 million and $997 million of commitments had not as yet 
been used. 
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Since April 20, 1950, FNMA has only committed itself to purchase 
a mortgage on loans made after March 1, 1950, if they have been in 
the portfolio of a lending institution for at least two months. This re- 
striction was partly required by legislation and partly by FNMA 
regulation. The effect has been to make lenders more careful in financ- 
ing VA mortgages because they are not assured of a secondary mar- 
ket, even before the funds were extended, as was previously the case. 

The Housing Act of 1950 provided only a stop-gap appropriation of 
$250 million for FNMA to use to purchase mortgages. The additional 
funds becoming available to FNMA since then to increase commit- 
ments in 1950 have arisen entirely from the cancellation of previous 
commitments and the sale of mortgages owned by FNMA. The mort- 
gage sales program was activated in August, 1949, but sales were very 
small until early 1950 when they rose sharply and by July 31, 1950, 
totaled $363 million. In 1950 sales were made at a monthly rate of 


about $50 million and mortgage purchases at a rate of about $90 
million. 


STIMULATION OF Low-Cost HousING 


In a market economy the power to demand materials and labor lies 
in the possession of purchasing power. If the purchasing power avail- 
able to individuals desiring to use construction labor and materials to 
build five- and six-room utility homes is directly expanded, as was 
done by FNMA, while this is not done of the purchasing power of 
firms wishing to expand plant and of individuals wishing to build 
eight- and ten-room luxury homes, a larger portion of the total quan- 
tity of construction labor and materials will be used in the construc- 
tion of utility homes. To increase the portion of construction activity 
engaged in building utility homes it is necessary to bid resources away 
from other possible uses. This will cause higher prices for construction 
materials and labor unless all other demands are marginal. The in- 
crease of construction prices is the market’s method of allocating 
available supply and it is also the market’s method of expanding the 
supply. The availability from July 1, 1948, to mid-1950 of FNMA 
funds only for the purchase of FHA and GI mortgages of $10,000 and 
less has caused the market to allocate more construction resources to 
utility homes as well as generally to attract additional resources to 
construction. 

The other method of accomplishing the aim of more utility homes 
has been direct controls such as a ban on certain types of construction, 
allocation of materials, and the like. This alternative was rejected by 
Congress in the early postwar period. 
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As the FNMA disposes of its mortgage holdings, it will have funds 
available to purchase new mortgages without the need of additional 
future appropriations from Congress.® In effect this would again make 
FNMA a revolving fund which would cause investment in housing to 
expand by increasing the attractiveness of this type of investment to 
private investors through seasoning and combining individual mort- 
gages into an investment package.’ FNMA will be able to sell the 
mortgages which it now holds at par, or at premiums if the current 
easy money policy is continued. 

A sharp decrease in the quantity of new mortgages on the market 
through causes other than higher interest rates would similarly help 
the FNMA to promptly resell mortgages it holds and acquires in the 
future. Central bank policy aimed at substantially higher interest 
rates would surely destroy the possibility of FNMA marketing its 
mortgage holdings at purchase price and would turn FNMA into an 
investment institution rather than a revolving fund. 


CONSIDERATIONS RELATED TO SOURCE OF FUNDS 


The total economic impact of FNMA credit activities is related to 
the source of its funds to purchase mortgages and the use of funds 
when mortgages are sold as well as the obvious direct effect of the con- 
traction and expansion of mortgage holdings. 

The funds used by FNMA to purchase mortgages are extended 
from the general revenues of the Treasury. When FNMA credit is 
being expanded the funds made available to the private economy 
through the Treasury are increasing and when FNMA credit is con- 
tracting the funds flowing from the Treasury to the public are decreas- 
ing. If it were assumed that the federal government’s cash budget was 
in balance prior to an increase of FNMA mortgage holdings, then 
their increase would make federal government cash expenditures 
greater than cash receipts. If the Treasury raises the additional funds 
through the sale of securities to the commercial banks the quantity of 
liquid assets of the nation would increase by a similar amount. If the 
Treasury raised the additional funds by the sale of securities to savers, 
the outlets for the investment of savings would increase. Both borrow- 
ing procedures would tend to expand economic activity and increase 


6. In May, 1950, FNMA was selling its mortgages at a premium schedule that resulted 
in yields to the purchaser of approximately 3.97 per cent to 4.27 per cent before servicing 
costs. RFC Press Release No. 2831, May 16, 1950. 


7. Mortgages are considered more desirable investments if the mortgagor has made 
regular interest and other payments for a period of time. Also by combining a number 
of mortgages arising from several sources investors of large funds can be more easily 
interested in this type of investment. 
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the interest rate. The use of commercial bank credit would tend to be 
the more stimulating under current conditions of an abundance of 
reserves, for total liquid assets would increase by the amount of the 
increased federal borrowing, and the upward pressure on interest rates 
would be very slight. An expansion of the demand for savings would 
be more likely to increase interest rates and would also be much more 
likely to be merely bidding funds away from some other use. 

If mortgages sold to FNMA were formerly held with bank-created 
credit, and if FNMA purchases the mortgages with funds obtained 
either from individual savings or tax collections, the general effect of 
the transfer of mortgage ownership from private hands to FNMA is a 
contraction of the quantity of liquid assets. The sale of the mortgages 
by the banking system would provide it with just enough funds to 
meet tax and loan account withdrawals arising from the payment of 
taxes or purchase of government debt by its customers. The freeing 
of reserves would cause an increase of other lending only if it had been 
previously prevented by a shortage of reserves. Actually the deflation- 
ary effect of the transfer of the funds to the government to hold debt 
would make private loans less likely than previously. 

FNMA contracts the demand for savings in relation to their quan- 
tity if the funds it uses are obtained from the sale of government 
bonds to commercial banks or from general tax receipts and if the 
mortgages purchased had been previously held with savings. The 
result, if the mortgages when owned by FNMA are in effect held with 
bank credit, is an expanded quantity of funds seeking investment. If 
FNMA mortgages are purchased with tax receipts the retarding effect 
on business activity is likely to reduce the demand for loans. In both 
cases any limiting effect on construction that might have arisen from 
higher interest rates or a shortage of loanable funds would be reduced 
by purchase of mortgages by FNMA, but in the second case the pos- 
sible retarding effect of higher interest rates would be replaced by the 
retarding effect of higher tax rates. 
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THE PHILOSOPHY OF BANK CAPITALIZATION* 


Ep1son H. CRAMER 
Federal Deposit Insurance Corporation 


Discussion oF the bank capital problem thrives on confusion and 
needless complications. The subject has been discussed with such ex- 
haustive attention to detail that students of banking may have lost 
sight of the central problem. The main issue in connection with bank 
capital, transcending such peripheral problems as the “correct” ratio 
or the character of bank assets, is whether or not we are sufficiently 
concerned about preserving the present unit system of privately 
owned banks in the United States. 


CONFLICT OF INTERESTS CONCERNING BANK CAPITALIZATION 


In no small part the difficulties encountered in developing an ade- 
quate philosophy of bank capitalization result from the conflicting 
interests which must be reconciled. The owners of the bank, the stock- 
holders, typically aim to get along with as small capital as feasible in 
order to maximize the return on their investment. The supervisory 
authorities, both state and national, have statutory responsibilities 
which ordinarily require them to insist that stockholders have a great- 
er equity in their banks than the owners would prefer to maintain. 
Finally, the monetary and fiscal authorities, namely, the Federal Re- 
serve and the Treasury, have sometimes been concerned with bank 
capitalization in pursuit of entirely different objectives, such as the 
provision of liquidity in the banking system or maintenance of a mar- 
ket for government obligations. 

It is easy to understand why shareholders rationalize the type of 
capital structure which will give them maximum earnings per dollar 
invested. The very nature of banks as creators of credit gives them a 
greater opportunity than that enjoyed by other corporate enterprises 
to trade on a thin equity. Judicious use of this privilege can often be 
most advantageous to the owners of banks. There were times when 
banks turned this arrangement entirely to their own advantage. For- 
tunately, those times seem to be past, and people both in and out of 
banking now look upon banks as responsible going concerns which are 
basically non-speculative in character. 


* The writer is chief of the Division of Research and Statistics of the Federal Deposit 
Insurance Corporation. This is a summary of his talk at the Bank Study Conference, 
Ann Arbor, Michigan, December 8, 1949. Opinions expressed in this paper are personal 
and do not necessarily reflect the views of the Federal Deposit Insurance Corporation. 
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Public authorities that are obliged to examine banks in the course 
of their duties as regulators or insurers are forced to develop a philos- 
ophy of bank capitalization which can be defined very specifically. 
These authorities are often obliged to enforce statutes with respect to 
the relationship between assets and liabilities. As a guide to adminis- 
trative action they have to formulate some rule concerning the ade- 
quacy of the capital margin in order to assure uniformity of treat- 
ment. 

Finally, the bank capitalization problem has become confused with 
the question of bank liquidity. This is manifest in much of the discus- 
sion about risk assets. Indeed it sometimes appears that capital is 
regarded as something held in the bank to meet demands of depositors. 
Nothing could be farther from the truth. 

The essence of liquidity is the ability to “liquidify” assets; and that 
is something quite different from drawing upon capital. In order to 
keep its doors open and its control undisturbed, a bank must be able to 
convert its assets into cash at a rate which will satisfy the demands of 
depositors. Its ability to do this depends on the kind of assets it has; 
that is, it depends on the bank’s ability to obtain repayment of its 
loans, sell its securities or other assets, or borrow from a lender of last 
resort, such as a Federal Reserve Bank. Assets can thus be turned 
into cash, depending upon their quality and the institutional arrange- 
ments and not upon the capital margin. 

This is not to say, of course, that bank capital and bank liquidity 
are independent of each other. Variations in the size of the capital 
margin affect the kind of assets which a bank can hold without im- 
periling the position of management. In time of trouble, for example, 
the control of owners representing a thin capital margin will be un- 
disturbed if the bank’s assets are primarily cash or near cash items, 
whereas even a wide capital margin may be inadequate protection if 
assets are frozen or of inferior quality. Thus the need for liquidity and 
arrangements for turning assets into cash must be considered among 
other factors in determining the adequacy of bank capital.’ Solution 
of the liquidity problem, however, would not by itself provide a sound 
philosophy of bank capitalization. 


CAPITAL MARGINS AND THE UNIT BANKING SYSTEM 


These divergent views of the function of bank capital appear to pre- 
sent a firm barrier to development of an integrated philosophy of 
bank capitalization. There is running through them, however, a unify- 
ing thread of interest. 


1. This point is emphasized by Roland I. Robinson, “A New Supervisory View of 
Bank Capital,” Journal of Finance, V (March, 1950), 95-109. 
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In this country we have long been committed to a system of bank- 
ing composed for the most part of small, privately owned and operated 
institutions. Of the 14,000 commercial banks in the United States less 
than 200 can be considered as giants. Another 1,500 would definitely 
be large, but the remainder are clearly entitled to be classified as small 
businesses. This preponderance of small banks contrasts sharply with 
the general shape of banking activity in other countries which equal 
ours in economic maturity. Elsewhere the tendency has been for the 
banking business to become concentrated in an extremely small num- 
ber of huge institutions operated through an elaborate system of 
branches. 

This is not the place to discuss the advantages and disadvantages 
of the unit banking system. For various reasons integration and con- 
solidation have made considerably less progress in banking than in 
other fields of corporate activity in this country. The present banking 
organization works. To most students of the problem, this empirical 
test is sufficient vindication of the unit banking system. It is difficult 
to marshal convincing arguments that greater centralization of every- 
day banking activities would be a material advantage to the country. 
On the other hand there are a number of considerations which suggest 
that the existing system is preferable. 

This system of privately owned unit banks in the United States can 
exist only as long as the owners maintain an equity in their establish- 
ments sufficient to justify their position as owner-managers. If they 
have a substantial capital investment, their control is justified. To the 
extent, however, that their ownership stake becomes attenuated, the 
whole question of control is opened for discussion. 

Serious questions are bound to be raised when the legal owners of 
a bank permit their equity in the enterprise to shrink so drastically 
that they have little at stake in sound banking. In that event they have 
degenerated to the level of self-appointed allocators of a large and 
vital segment of the nation’s resources. If the enterprise happens to 
be profitable, the returns to the bankers in these circumstances are un- 
deservedly large. If, on the other hand, losses are incurred, they are 
limited to the amount of the small investment. To stretch this situa- 
tion to, but not beyond, the breaking point appears to be the fond 
hope of bank owners who are disposed to view complacently the de- 
cline in the capital ratio.” 

There is nothing essentially new in this situation, except perhaps 
the degree of dilution of bank capital. Nor is realization of the serious- 


2. For a historical and statistical description of the decline in the capital ratio see 
Tynan Smith and Raymond E. Hengren, “Bank Capital: The Problem Restated,” 
Journal of Political Economy (December, 1947), pp. 557-59. 
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ness of the impairment a new element. The problem has long been 
recognized. Seventeen years ago, back at the time of the banking 
crisis, Professor William A. Paton was aiming some of his sharpest 
shafts at what he called “shoestring banking.” His words, written in 
1933, are still timely: 

The fundamental object of business statesmanship is the continuity of the 
enterprise, survival. And business experience has amply demonstrated that a con- 
servative capital structure is one of the most essential of the conditions necessary 
to the attainment of this object. As applied to the typical banking company this 
means that the funds contributed or accumulated by the stockholders should at 
all times be ample to assure the creditors that with reasonably good manage- 
ment (not extraordinary or superhuman administration) there need be no anxiety 
as to the solvency of the bank and the safety of deposits. For this purpose a capital 
and surplus element of around fourteen per cent of total funds has been demon- 
strated by experience to be entirely inadequate.* 

Since the banking disorders of 1933 we have, to be sure, been able 
to live with much lower capital ratios than visualized as the minimum 
at that time. Important changes in institutional arrangements have 
occurred. Taking the long view, however, it is possible that we are 
moving toward another day of reckoning. 

As matters now stand, further decline in the capital ratio is likely 
to call into question the entire ownership structure. Already it is noto- 
rious that no other business operates on as thin an equity as do banks.* 
Why bank owners should be permitted to perform the important func- 
tion of credit allocation when they have little at stake is a question 
that is certain to be increasingly asked. Continuance of this situation 
is bound to breed suggestions that dilution of the private equity in 
banks has reached a point requiring that the management of banking 
be socialized. 

The vitality of our system of unit banking thus depends upon ade- 
quate bank capitalization. This is so because capitalization is the basis 
of the present system of control. We do not need io go into the ques- 
tion whether some other system of control is better adapted to the 
needs of the American economy. The present system is working rea- 
sonably well in most fields of business activity, and no responsible 
conscious efforts are being made to replace it. The danger comes from 
the possibility that other rationales of control might come, not after 
deliberation, but by default. This is the risk to which the owners and 
managers of our unit banking system must be particularly alert. They 
must recognize that the erosion of capital may unwittingly—but none 
the less reasonably—cause them to lose control of their banking 
establishments. 

3. “Shoestring Banking,” Certified Public Accountant (June, 1933), p. 336. 


4. Cf. Lewis A. Froman, “The Adequacy of Bank Equities,” Journal of Finance (Oc- 
tober, 1947), P. 24. 
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A NOTE ON THE RETIREMENT OF PUBLIC DEBT 
DURING INFLATION* 


LAWRENCE S. RITTER 
Michigan State College 


A QUESTION ON THE subject of debt management and economic stabil- 
ity as part of a general questionnaire sent to economists, bankers, and 
others in the latter part of 1949 was included by the Subcommittee on 
Monetary, Credit, and Fiscal Policies of the Joint Committee on the 
Economic Report. The bulk of professional opinion, as revealed by 
the replies, is to the effect that the Treasury should retire debt held by 
“the banks” in periods of inflationary pressures.’ 

These replies reflect the continued persistence of what Hardy has 
termed “the widespread acceptance of an erroneous doctrine that the 
anti-inflationary effect of a surplus is due to, or is accentuated by, the 
use of the surplus to retire securities held by the commercial banks.’” 

Although in the not too distant past the size of the public debt was 
of a minor magnitude, in recent years the Great Depression and World 
War ITI have left us a legacy with impact upon the economy in vitally 
important respects. While the importance of a public debt of $1 billion 
could be ignored in 1914, one of $48 billion after two terms of New 
Deal policies also fades into insignificance beside the present-day 
magnitude of nearly $260 billion, of which over $55 billion is floating 


* The writer wishes to express his indebtedness to Professors Anthony Koo, Richard 
W. Lindholm, and Leonard Rall for helpful suggestions. In addition, Dr. Woodlief 
Thomas, Economic Adviser to the Board of Governors, very kindly supplied some 
hitherto unpublished data necessary for the completion of Table 1. 


1. Cf. Monetary, Credit, and Fiscal Policies, a collection of statements submitted to 
the Subcommittee on Monetary, Credit, and Fiscal Policies of the Joint Committee on 
the Economic Report, 81st Congress, 1st Sess., November, 1949, question number 19, 
Pp. 413-20. 

Typical replies include such statements as: “The retirement of debt held by the 
banks should be encouraged in inflationary periods” (Bratt, p. 413); “In periods of 
high level activity the public debt should be reduced, especially that held by commercial 
banks” (Beckhart, p. 415). Cf. also the statement of Secretary of the Treasury Snyder, 
“In order that debt reduction would have the greatest possible «ati-inflationary effect 
... it was concentrated on debt held by the commercial banking system” (ibid., p. 7). 

This view, however, is not unanimous. See the reply of Ellis (p. 416) and the quali- 
fication of Groves regarding monetary policy (p. 414), as well as the final Report of the 
above subcommittee, p. 9. 


2. Charles O. Hardy, “Fiscal Operations as Instruments of Economic Stabilization,” 
American Economic Review, XXXVIII (May, 1948), 398-99. Cf. also the brief analysis 
of this problem by Richard A. Musgrave, “Debt Management and Inflation,” Review 
of Economics and Statistics, XXXI (February, 1949), 29 (footnote 8). 
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debt. As a minimum, debt management should not counter monetary- 
fiscal policies; as an ideal, it may even aid them. 

The effects of debt retirement depend upon both the source of the 
funds used for the redemption and the unit of decision from whom the 
obligations are redeemed. In the case where the funds used to retire 
debt come from a current Treasury cash surplus, three steps may be 
differentiated for purposes of analysis. There is involved first the col- 
lection of taxes by the Treasury and then the shifting of the funds col- 
lected to the Treasury’s balance at the Federal Reserve. The collec- 
tion of net taxes over and above expenditure results in the public hold- 
ing tax receipts in place of spendable funds—the level of disposable 
income is reduced as funds are shifted from the hands of the public 
to the purse of the Treasury. Let us call this Step A. The deflationary 
aspects are then emphasized when the Treasury calls its accounts at 
the commercial banks, shifting the funds to its Federal Reserve bal- 
ance and thereby taking reserves from the commercial banks. Let us 
call this Step B. Either step would be anti-inflationary per se; both 
together are heavily so. 

With the funds thus acquired the Treasury can then retire debt 
(Step C) held by the Federal Reserve, the commercial banks, or the 
non-bank public. If the Treasury retires Federal Reserve held debt, 
checking on its account with the Federal Reserve, the only result is to 
cancel outstanding obligations and corresponding Treasury balances 
at the central bank. The net effect of the entire process (i.e., including 
Steps A and B) is to give the public tax receipts in place of purchasing 
power, to eliminate a corresponding amount of commercial bank re- 
serves, and, of course, to wipe out part of the government debt. 

Two things should be noted regarding this extremely anti-inflation- 
ary procedure. First, the actual process of debt retirement per se 
(Step C) is in no way deflationary. It is the collection of net taxes 
over and above expenditure and the transfer of the funds to the Fed- 
eral Reserve (i.e., Steps A and B) that exert the deflationary impact. 
The debt retirement per se (Step C) merely wipes out liquid assets 
already out of the hands of the public or commercial banks. It also 
eliminates a Treasury checking account, but this will hardly impair 
the Treasury’s power to spend. Secondly, if the market for govern- 
ment obligations is supported by the Federal Reserve, commercial 
banks can easily replenish reserves by selling governments to the cen- 
tral authority. The result is to offset the deflationary effects of Step B 
although at least the commercial banks now have less governments 
with which to repeat the performance. 

On the other hand, if the Treasury retires commercial bank—held 
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debt with the funds acquired through Steps A and B, it shifts reserves 
back to the commercial banking system in return for the government 
securities. It is clear once more that the retirement considered by itself 
(Step C) could hardly be termed anti-inflationary. With the debt held 
by the Federal Reserve selected for redemption, the net effect was 
that commercial bank reserves remained cut; in the present case they 
are returned to the system. In fact, excess reserves increase since the 
total effect (including Steps A and B) is to leave reserves at the same 
level while decreasing the deposits of the public in the commercial 
banks. 

With fractional reserves the banking system could now expand 
loans to a multiple of these excess reserves. The private loans may 
merely replace the investment in governments. Therefore monetary 
policies are necessary to reduce bank reserves pari passu to be certain 
that this procedure remains anti-inflationary. An open-market policy 
of the Federal Reserve selling $1 billion worth of governments to 
match every $5 billion retired by the Treasury from commercial bank 
holdings, or of the Treasury buying (retiring) $1 billion worth of 
Federal Reserve held debt for every $4 billion retired from commer- 
cial bank portfolios (assuming in both instances an average reserve 
ratio of 20 per cent) is necessary to prevent excess reserves from 
coming into existence. Even so, it will not be as deflationary as only 
retiring Federal Reserve—held debt, since the latter actually reduces 
reserves and results in a reserve deficiency for a loaned-up system. 
Although the support program of the Federal Reserve results in both 
alternatives yielding similar end results, this does not alter the theo- 
retical difference between the two. Far from being anti-inflationary, 
the actual process of retiring debt from commercial bank holdings is 
itself the factor that returns reserves to the member banks and neces- 
sitates the monetary policies described above. It is thus a negating ele- 
ment that reduces the anti-inflationary effects of Steps A and B.* 

Table 1 summarizes the redemptions of marketable public debt dur- 
ing the Treasury’s postwar retirement program, classified by period 
and type of holder of the debt. The growing proportion of Federal 
Reserve holdings retired as the program unfolded is indicative of its 
increasing restrictive effects, reaching a maximum during the first half 
of 1948. 

The conclusions seem clear. If a truly restrictive policy is desired 
during strongly inflationary periods, do not retire commercial bank- 


3. For statements of the effects of debt retirement along these lines cf. the Federal 
Reserve Bulletin, May, 1946 (p. 464); October, 1946 (pp. 1098-99); July, 1947 (pp. 
782-83) ; November, 1947 (p. 1345); and May, 1948 (p. 490). 
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held or public-held debt. The only debt that should be retired during 
periods of inflationary pressure is that held by the Federal Reserve. 
It could be retired via a current surplus, through borrowing from the 
commercial banks, or borrowing from the public. Treasury borrowing 


TABLE 1 


Repemptions oF U.S. GovERNMENT MARKETABLE SECURITIES 
Marcu 1, 1946-JUNE 30, 1949 (IN BILLIONS OF DOLLARS) 


EsTIMATED REDEMPTIONS 


From From 
Federal Commercial 

Reserve Bank From 

PERIoD TOTAL Holdings Holdings Others 
Mar. 1 to June 30, 1946..... 10.2 2.0 5.7 2.5 
July 1 to Dec. 31, 1946...... 13.0 2.6 7.1 3.3 
Jan. 1 to June 30, 1947..... 7.9 2.0 2.9 3.0 
July 1 to Dec. 31, 1947...... 3.0 1.0 0.7 1.3 
Jan. 1, to June 30, 1947..... 5.5 4.0 0.4 3.8 
July 1 to Dec. 31, 1948..... 2.8 1.5 0.6 0.7 
Jan. 1 to June 30, 1949..... 2.4 1.2 0.3 0.9 


Source: Data for Mar. 1 to Dec. 31, 1946 from Federal Reserve Bulletin (July, 1947), 
Pp. 779-80, with estimated breakdown within the period ; data for Jan. 1 to June 30, 1947, 
ibid., p. 780; data for July to Dec. 31, 1947, ibid. (October, 1948), p. 1211; data for 1948 
are compiled from Annual Report of the Board of Governors for 1948, pp. 13, 20, and the 
Federal Reserve Bulletin (February, 1950), p. 213; data for 1949 are compiled from 
Treasury Bulletin (January, 1950), p. 25, and unpublished data on the allocation of 
retirements between Federal Reserve and commercial bank holdings supplied through 
the courtesy of Woodlief Thomas, Economic Adviser to the Board of Governors. 


from the public is generally recognized as anti-inflationary if it takes 
funds that would have been spent, assuming the Treasury would have 
spent the same amount in any case. Similarly, Treasury borrowing 
from the commercial banks can contribute to an anti-inflation pro- 
gram if the funds so obtained are used for purposes of retiring Federal 
Reserve—held debt. A support program will, of course, nullify the 
effects of these measures just as it will many others. 

An effective anti-inflation program during periods of heavy infla- 
tionary pressures which combines both fiscal policy and debt manage- 
ment would mean (1) the raising of a budget cash surplus as the in- 
flation approaches, (2a) allowing the surplus to merely accumulate in 
Treasury accounts with the Federal Reserve, which is preferable to 
using it to retire debt held outside the central bank, or (2b) using it 
to retire Federal Reserve—held debt.‘ If, due to political factors, a cur- 

4. During the more usual periods of persistent but not intense inflationary pressures, 
care must, of course, be exercised not to put the brakes on so powerfully that a depression 
is the outcome. Creeping inflation is probably preferable to heavy depression. Appro- 
priate modifications must therefore be taken, consistent with the conditions of the time, 


so that an anti-inflationary policy does not drive the economy too far in the opposite 
irection. 


_| 
ye 
ly 
eS 
n. 
th 
O- 
1S 
le- 
ir- 
od 
‘al 
its 
alf 
ed 7 
eral 
pp. 


70 The Journal of Finance 


rent surplus cannot be raised, debt management could still aid, with 
the Treasury borrowing from the public or commercial banks (prefer- 
ably the former) and either shifting the funds to the Federal Reserve 
(to remain there idle) or using them to retire Federal Reserve—held 
debt. Such a policy is best thought of as a supplement rather than an 
alternative to the raising of a surplus.° The debt in the hands of the 
commercial banks and the non-bank public would, as has been sug- 
gested, best be repaid after the boom, or during a depression.* The 
retirement of debt in the hands of these groups would thus be best 
used as an anti-inflationary device, rather than the anti-inflationary 
tool which it is not. 

5. Attention should be called to the fact that there are many other aspects to debt 
policy than those under discussion. Such factors as marketable vs. non-marketable secu- 
rities, the needs of various types of investors, the pattern of rates, maturities, owner- 
ship, effects on such factors as the distribution of income, etc., are certainly elements that 
would, among others, modify the foregoing conclusions. In addition, interest payments 
are neglected. Probably the present supply of liquid assets is so great that debt manage- 
ment of the type suggested could hardly make much of an impression quantitatively in 


fighting inflation anyway. At least, however, it should not be of a sort that negates other 
policies. 


6. Cf. A. P. Lerner, “Functional Finance and the Federal Debt,” Social Research, X - 


(February, 1943), 38-51; M. W. Reder, Studies in the Theory of Welfare Economics 
(New York: Columbia University Press, 1947), pp. 185-86; and the remarks of Simeon 
E. Leland, Monetary, Credit, and Fiscal Policies, Hearings before the Subcommittee on 
Monetary, Credit, and Fiscal Policies of the Joint Committee on the Economic Report, 
81st Congress, rst Sess., p. 21. 
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ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


THE POST-WAR ITALIAN ECONOMY AND 
INTERNATIONAL COMMERCE 


FiLournoy A. CoLgs, JR. 
The Texas State University for Negroes 


IN THE WINTER of 1947-48, approximately six months of intensive 
research were spent by the author in Italy in order to ascertain: (1) 
the changes in the economy and foreign trade of Italy caused by 
World War II; (2) the extent and nature of economic recovery and 
rehabilitation; and (3) the major problems affecting the economy 
and trade of the country. 

Agriculture, the principal economic activity of Italy, had suffered 
to such an extent that by the end of the war, production was only 59 
per cent of the 1939 level; by December 31, 1947, production had 
generally improved but in several important areas (such as cereals 
and lumber), had not achieved prewar levels. Industrial production, 
at the end of the war, was only 25 per cent of the prewar level (mainly 
as a result of indirect war damages); by the end of 1947, production 
had risen to 63 per cent of the 1939 level. Transportation and com- 
munications facilities suffered by far the most extensive damages of 
any sector of the Italian economy; by the end of 1947, although 
reconstruction in the field of transportation was proceeding at a 
very satisfactory rate, the reconstruction of communications facilities 
lagged far behind. 

Thus, in regard to repair of war damages, Italy, at the beginning 
of 1948, had made rapid strides, particularly in certain directions. If, 
however, the economic reconstruction of Italy is evaluated in terms 
of the real meaning of economic reconstruction (i.e., the accession of 
national wealth and income to the stages of development which would 
have been attained but for the war and its consequences), the ad- 
vances are much less impressive. From the standpoint of the return 
to prewar national levels of production, the reconstruction picture 
looked fairly bright at the beginning of 1948; judged, however, on 
the basis of a return to prewar per capita levels of wealth and income, 
the picture was much more gloomy. 
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The main deterrents to Italian reconstruction manifested at that 
time were the limitations imposed by the postwar scarcities of foreign 
supplies of basic raw materials, food, and fuel (coal, particularly), 
and the inability of Italy to pay for what she needed. A serious di- 
lemma existed: Italy had to import for subsistence as well as for ex- 
port production in order to obtain foreign exchange with which to pay 
for these essential imports. 

Other problems which resulted from, or adversely affected, the re- 
construction effort were: the excessive population; mass unemploy- 
ment; the government restriction on the dismissal of surplus labor; 
trade union activities (particularly since the Communists, dedicated 
to embarrassing the de Gasperi government, controlled the largest 
union confederations); the controversial proposal for labor partici- 
pation in management; increased labor and raw material costs to 
employers; the mechanization of agriculture; the rationing system; 
tenant-farmer relationships; the imposition of idle laborers on farm- 
ers; the lack of a public policy, reflected, among other ways, in the 
absence of a rational reconstruction plan; the “backwardness” of 
southern Italy and the Islands; the severe inflation; government 
credit restrictions; the inadequate fiscal policy; the reduction in na- 
tional income; the diminished efficiency of industrial plants, labor, 
and transportation facilities; the lack of capital; and the absence of 
monetary stability. 

Finally, Italian recovery is part and parcel of European recovery— 
prosperity for the former is impossible without prosperity for the 
latter. 
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FLUCTUATIONS IN OUR PRIVATE CLAIM-DEBT 
STRUCTURE AND MONETARY POLICY 


RoLanp N. McKEAN 
Vanderbilt University 


THIs stupy of the destabilizing role of private balance sheets com- 
pares the following time series (monthly in most cases) from 1927 to 
1947: (1) the volumes outstanding of demand deposits, currency out- 
side the Treasury and the Federal Reserve Banks, time deposits, cash- 
surrender value of life insurance policies, postal savings, federal secu- 
rities held by the non-financial public, farm debt, non-farm mortgage 
debt, long-term corporate debt to insurance companies and commer- 
cial banks, consumer debt, bank loans and discounts; (2) the ratio of 
a representative group of liquid assets to a representative collection of 
private debts; (3) the level of private expenditures; (4) income 
velocity of circulation; and (5) the volume of private investment. 

Observations include the following: (1) The turning points, and 
fluctuations in the rate of change, of the balance-sheet ratio usually 
preceded similar changes in the volume of private expenditures. (2) 
Turning points in both dollar and deflated volume of demand deposits 
consistently preceded both upturns and downturns in the level of 
private spending by two to fifteen months (except for the December, 
1945, downturn in the deflated value of demand deposits which had 
not been succeeded by a fall in the volume of expenditures). (3) Fluc- 
tuations often occurred first in bank investments, next in bank loans 
and discounts, and then in consumer and other debts. (4) Fluctua- 
tions in bank investments frequently led changes in the volume of pri- 
vate investment. (5) Fluctuations in the volume of short-term debts 
to the banks accompanied greater changes in the level of spending 
than did comparable fluctuations in the volume of bank investments. 
(6) The changing volume of claims not matched by private debts 
(e.g., government redeemables) appeared to have negligible effect on 
cash-balance requirements and velocity compared to the changing 
volume of claims possessing “fair-weather” liquidity matched by pri- 
vate debts with variable illiquidity. (7) Changing volume and illiquid- 
ity of short-term debts accompanied greater changes in the level of 
spending than did changing volume, real burden, or illiquidity of long- 
term debts. (8) Fluctuations in the volume and liquidity of near- 
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moneys (arbitrarily selected) and other claims, and in the volume and 
illiquidity of other debts, apparently acted only as aggravators after 
severe deflationary or inflationary pressure began. 

The qualifications appropriate to time-series analysis and to the 
data apply to any conclusions, but the entire private balance sheet 
seems related to total spending. Full reserve banking would hardly be 
significant if it merely eliminated demand-deposit and certain near- 
money fluctuations. It would help only as part of a broad program to 
encourage risk-taking, minimize debt financing, and stabilize private 
net worth and liquidity as a whole. 
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FEDERAL TAXING AND SPENDING IN VIRGINIA: A 
QUANTITATIVE STUDY 


GrorcEe W. McKINNeY, Jr. 
Federal Reserve Bank of Richmond 


THIs STupy is an attempt to determine within limitations of available 
data the volume of federal expenditures in the state of Virginia, and 
the burden of federal taxes upon residents of Virginia. The purpose is 
to determine the extent to which such data can be compiled and to 
appraise the effects of federal taxing and spending activity upon the 
economy of the state. 

The burden of federal taxation was estimated by applying the tradi- 
tional theory of tax shifting to data of federal tax collections. The 
question involved here was not the degree to which taxes are shifted as 
between factor groups and consumers and suppliers, but the extent to 
which taxes are shifted from between geographic regions. This in- 
volved an extension of traditional theory, which is discussed at length 
in the study. 

Several interesting facts concerning the relative burden of federal 
taxation in Virginia were brought out by this study: 

1. The burden of federal taxation in Virginia fell relative to the na- 
tional average between 1939 and 1947. This is true whether the rela- 
tive burden is measured on a per capita basis, as a ratio to income pay- 
ments, or as a direct comparison ef the total dollar amounts paid. 

2. To the extent that income payments indicate ability to pay, the 
ability of the Virginia economy to meet tax payments improved rela- 
tive to the national average for the period considered. 

3. Before 1943 Virginia residents were taxed by the federal govern- 
ment at a rate in excess of the national average, but paid this higher 
rate on a smaller income. 

4. In and after 1943 per capita taxes as a ratio to income payments 
were below the national average; per capita income payments con- 
tinued below the national average. However, the rate of federal taxa- 
tion in Virginia was nearer the national average than were per capita 
income payments in Virginia. 

On the expenditure side, the usual difficulty with respect to avail- 
ability of data of federal expenditures was encountered. From the 
limited data available, however, several interesting points were estab- 
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lished: (1) Federal wage and salary payments comprised a greater 
part of income of Virginia residents than for the United States as a 
whole. (2) Federal grants-in-aid were of relatively lesser importance 
in Virginia than in the nation; direct federal aid expenditures were of 
relatively greater importance. (3) Federal purchases of goods were of 
a materially lesser relative importance in Virginia. (4) Total federal 
expenditures were of greater importance to the Virginia economy than 
to the nation as a whole. (5) Total federal expenditures during the 
war fluctuated less in Virginia than in the nation as a whole. 
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